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Editorial Comment... 


The Anatomy of Industrial Growth 


NE OF THE WORDS that is used most often to designate industrial success is 

“growth.” What is the reason for the growth phenomenon in the histories of 
some of our largest industrial complexes? Growth designates vitality in company 
management. It has become a symbol of success. 


Yet if we were to ask many business men what they understood by “growth”, we 
would likely get a great variety of answers. To some, growth means increasing sales. 
To others, it may mean an increase in profits, a greater shareholder’s equity, or a 
combination of all three. While business men use the term to symbolize vitality and 
progress, they actually know very little about it. Because so many concepts of growth 
are entertained by managers, it is not surprising that there is a great variety of opinions 
and an accompanying lack of clarity about the reasons for growth. Obviously, if 
growth could be reduced to a series of formulae, then all firms would be capable of 
future vitality. 


It is probable that few industrial leaders know very much about the forces that 
are responsible for a company’s size and health. If a firm is rated as a growth company, 
how much of this is due to basic ingredients wthin the organization and how much 
to external forces? To help identify and understand more about the forces at work in 
industries, economists at the Stanford Research Institute, an applied research centre 
in California, have been making a study of these questions for the past six years. This 
group has been trying to establish general patterns and correlations of growth among 
some 400 companies in the United States. After six years of study, they are far from 
finished. 

In the November-December, 1961 issue of the Harvard Business Review there is 
an article “Keys to Corporate Growth” by R. B. Young, the Director of this research 
team. In this article, he outlines some of the interesting comparisons that have been 
made between high-growth and low-growth companies. Because the program of 
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research in this area is still unfinished, Mr. Young is careful not to anticipate any 
definite.conclusions, However, from the many trends and comparisons, he opens up 
a fascinating and important field of study. In examining the process of corporate 
growth, he indicates that many of the simple and fundamental truths of business are 
not fully recognized or appreciated by our business leaders. For instance, he states, 
“Environmental changes are the starting point in the process of growth; they act as 
the stimulus that increases the opportunities for growth, without the help of which a 
company is fighting difficult odds.” He indicates that in general terms, growth patterns 
in industry are closely allied to the basic relationship of stimulus and response found 
throughout history. Mr. Young states it thus: “The stimulus is an opportunity tor 
profitable expansion that stems from basic environmental changes. The response is 
management’s planning and strategic decision-action programs, which ultimately find 
expression in the products or services sold by the firm. Once the environmental pre- 
requisite is present, management is the critical intermediary link that is able to 
respond and translate the stimulus into a result of growth.” 

This is a provocative article and the work of the research group at Stanford should 
be of paramount interest to all men who hope to be industrial leaders. Although a 
man may be born with the qualities of a leader, he may never be able to utilize them 
unless he becomes more aware of the great and living forces that are stimulating 
action and reaction within the economy. Many industrial leaders have developed a 
sense of intuition and judgment that enables them to recognize an opportunity when 
it arises, This moves them to action. However, such wisdom is given to few and in 
most cases is bought very dearly. Therefore, in this age of great change, it is necessary 
for executives to become more aware of the dynamics which surround them. With 
this knowledge, they can plan their tactics and strategy in harmony with these forces, 
rather than dissipating their energies and resources in practices and products that 
have become extinct. 
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THE USE OF RESPONSIBILITY 
REPORTING IN THE CONTROL OF COSTS 


by Donald J, Wait, 

Manager—Production Cost Accounting Service, 

General Electric Company, 

Schenectady, New York. 

Responsibility reporting, a concept that is coming more fre- 

quently into use, holds great promise for the more effective 

control of costs, the author feels. By assigning full authority 

and responsibility to the individual for the costs which he in- 

curs, many advantages can result. In this article, the author 

attempts to define the principles of responsibility reporting, 

pointing out the effects of its use. 
N ORE AND MORE companies are discovering that the concept of responsibility 

reporting may be useful in implementing effective cost control. Moreover, a 

study of recent literature on cost control systems reveals that what many would 
consider to be the concept of responsibility reporting has been implemented as part 
of other concepts. Principal among these is the direct costing movement. Most 
proponents of direct costing seem to incorporate the principles of responsibility 
reporting into their system. However, few seem to describe it as such, preferring 
apparently to consider it merely one aspect of the system described as direct costing. 
This is, of course, of no import whatsoever except to the theoreticians. If the concept 
is good, it is well to see it adopted under any name. 

Many articles have been published illustrating how particular responsibility 
reporting systems work, but few attempt to define the basic principles. In view of this, 
it might be helpful to review the principles involved in responsibility reporting. The 
subject is so new, however, that there may well be practitioners of responsibility 
reporting who would not agree with the principles outlined here. So much the better, 
of course, even if the only benefit of stating these principles is to provide a standard 
against which views can be sharpened. 


THE COST CONTROL PROCESS 

Responsibility reporting is but one aspect of the total problem of furnishing the 
information needed to secure good cost control in the business. To put this discussion 
in proper perspective then, it might first be desirable to express some general (and 
perhaps even more controversial) ideas on the cost control process. Naturally, in a 
paper such as this, it is possible to hit only a few high spots in the wide field of cost 
control. 

It is the everyday control of cost which keeps a business going smoothly down the 
road it has selected. Choosing the right road is, of course, another problem. To con- 
trol our course on the road we are travelling is a four-step process. To accomplish 
each of these steps, cost information is needed. The four steps are: 

1. Planning, 











Donald J. Wait joined General Electric Company in 1940 after graduating from Union 
College. He assumed his present position as Manager—Production Cost Accounting 
Service at Schenectady, N.Y., in 1956 after experience in internal auditing and govern- 
ment contract accounting. He is a member of the Albany Chapter of the National 
Association of Accountants. 
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Communicating, 
Implementing, and 
Evaluating. 

The planning stage is the point of contact between selecting the road we are to 
travel and actually commencing the journey. The plan of operation is laid out and 
converted to a budget. This budget then becomes a communicating device for trans- 
mitting the business plan to all units of the organization. Everybody should know his 
target, both in terms of what is to be done and what it is expected to cost. As the 
budget period progresses, weekly, daily, or even hourly reports on various phases 
of the job enable us to keep on target or plan changes so as to get back on target. 
Cost information, here, is assisting in the actual implementation of plans. Finally, we 
must evaluate accomplishments and, if necessary, replan. Although bits and pieces 
of information are vital to the control process itself, it is only when all the results 
for a longer period, such as a month, quarter or a year, are added together that we 
can really tell how we are doing. A report at this point represents an evaluation of 
accomplishment, which puts the many offsetting pieces together. Before taking up the 
part that responsibility reporting can play in this four-step process, it would be well 
to mention two principles which could be considered rather fundamental to the con- 
trol process. 

The first of these of the concept of control of costs to a target or budget. Without 
a goal, cost control is meaningless. The targets themselves may not be perfect, but at 
least they lend direction to the efforts. If the sum total of the targets means a 
successful business, we are assured of solvency when we meet them. There is a large 
problem area in establishing targets that are responsible to changing circumstances, 
but this is outside the scope of responsibility reporting as such 

The second fundamental concept is that, for any given business or subdivision of 
a business, the objective is to control total costs. When we deduct costs from sales to 
find our profits, we deduct total costs. We don’t care how much is direct or indirect, 
fixed or variable, production or distribution. Nor do we care how much is salaries, 
or rent, or overtime. It is the total cost that matters. There is no more profit from 
controlling one element of cost than another. 

In fact, there can be real disadvantages to stressing particular cost elements. The 
best example of this is the emphasis which has been placed throughout the years on 
the control of direct labor costs. It is not difficult to document cases in which first- 
line managers have been motivated by this practice to let indirect costs rise in order 
to reduce direct labor costs. Likewise, in a completely reverse direction, the practice 
of controlling indirect costs as a ratio to direct labor costs, produces a motivation for 
first-line managers to let direct labor costs rise. These factors can be used in con- 
junction, but we have then embarked upon a game of hide-and-go-seek with the 
first-line manager which we are bound to lose every time. If we give him the job of 
controlling his total costs as he sees fit, we are far more likely to get the best effort 
from him. 


DIVISION OF THE CONTROL JOB BY RESPONSIBILITY 

The control job, of course, is not as simple as that. To effect control of total costs 
in a whole business, there must be a breakdown. Why should not the most effective 
way of doing this be to divide the responsibility for control of costs according to the 
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organization plan of the business? It is the individual who controls costs and what 
better individual to accomplish control than the one who incurs the cost in the 
first place. 

To do this, of course, implies an organization where clear-cut responsibilities 
have been delegated from the top to the first line. With these responsibilities should 
go full authority and accountability. In recent years, much has been done to bring 
about just such decentralization of responsibility and accountability. What is needed 
to support these steps is an accounting system designed to make cost control reporting 
follow this same concept. Each manager should be responsible for controlling the 
costs which he incurs, in total. Responsibility for total costs can be divided in the 
same way responsibility for running the business is divided. Just as complete 
decentralization of operating responsibility produces a better job, so will there be 
better cost control if it is thoroughly decentralized. Each foreman or shop operation 
manager, for example, works at cost control in his own way and with pride in his 
accomplishments. Going back to the two general principles, it should be noted that 
targets must be set for each first-line supervisor, who is then expected to control his 
total expenditures according to target. 


RESPONSIBILITY ACCOUNTING 

Once it is decided to control costs by responsibility, a fresh look should be taken 
at the accounting practices in connection with accumulating and reporting costs for 
control purposes. From these flow the twin concepts of responsibility accounting and 
responsibility reporting. While these two are related, it is helpful to consider them 
as separate entities. 

What is meant by responsibility accounting is the accumulation of costs by 
managers responsible for their control. The concept is not new by any means, but 
represents a change in emphasis. Practically all cost reporting systems have made 
use of two basic classifications, that is, by type of expenditure and by responsibility. 
With many older organizations where a lack of clear-cut authority and responsibility 
for costs existed, emphasis was placed on accumulation of costs by type of expendi- 
ture within certain overall groupings, such as commercial and administrative 
expense, engineering, and manufacturing costs, without clear-cut alignment of even 
these major groupings by real responsibility. Under responsibility accounting, how- 
ever, the primary classification of all costs is by responsibility. The classification of 
costs by type of expenditure is then secondary to this prime classification. Moreover, 
subdivisions of the major responsibilities are made according to the actual organiza- 
tion and responsibility within a department. 

Having first classified all costs according to responsibility, a breakdown of these 
costs must be provided for each responsible manager. The significant factor here is 
that different breakdowns are required for different kinds of activities. The further 
breakdown which is obtained in responsibility accounting is not merely one set of 
common accounts—but rather subdivisions of cost which will serve each manager in 
his control job. There is no need for these to be cross-added. Each is tailored to the 
needs of the particular manager. 

It should be pointed out that the classification of costs in the accounting records 
may include purposes other than control of costs. All such purposes must be served 
by the total account structure without one hampering the other. Responsibility 
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accounting is concerned with the classification necessary for managers to exercise 
current control of their costs. 

There have always been other concepts of cost accumulation by function and a 
question may arise as to wherein responsibility accounting differs. Prior concepts of 
accounting customarily develop manufacturing cost, engineering cost, and com- 
mercial and administrative costs. It may be helpful to think of this older classifica- 
tion as an effort to develop the cost of the function rather than the cost which that 
functional manager controls, as in responsibility accounting. On the old basis, for 
example, it may have been reasonable to include in manufacturing an assessment 
from finance for such things as payroll or cost accounting. Under responsibility, how- 
ever, these two activities, being assigned to finance, remain there. The costs assigned 
to manufacturing are only those which they are responsible for controlling. 

In summary, then, responsibility accounting means directing the account structure 
towards the accumulation of costs by actual responsibility as a prime classification 
and subdividing this according to responsibility assignments down to the first line 
of responsibility for management of costs. The further classification of costs by type 
of expenditures, insofar as control is involved, is merely a subdivision of these 
responsibility areas to serve as a tool in analyzing and controlling the costs in each 
responsibility centre. 


RESPONSIBILITY REPORTING ; 

With an accounting system in place which segregates and accumulates costs 
primarily by responsibility, it is possible to devise an appropriate reporting system. 
It was stated earlier that actual control of costs is accomplished at the time each 
individual expenditure is incurred, but that periodic reporting to each manager is 
necessary to show him the cumulative effect of his many decisions on specific items. 
An individual, unlike a computer, cannot carry forward in his head a running total 
of the results of individual transactions. He needs a periodic status or evaluation 
report. This also serves, of course, to let the next level of management know how 
well he has done. A system of monthly status reports to those individuals responsible 
for control represents what we call responsibility reporting. 

There are, of course, many variations in reporting philosophy which might be 
used in setting up a system. In addition, there are considerable differences in assign- 
ment of responsibility among different organizations. It is perhaps appropriate to 
explain, however, what might be called the pure responsibility reporting concept. The 
pattern of responsibility reporting is as follows: 

1. Each first-line manager (that is, each manager who has not delegated part 
of his responsibility for cost control) receives a report detailing his expendi- 
tures in the fashion he requires. The report compares these expenditures 
individually, and in total, to a target. 

Each manager up. the line receives a report which merely lists the total 
expenditures of each of his managers as well as the total of the costs he, 
himself, controls. These, likewise, are compared to target. 


tv 


Thus, there are but two types of reports: those which detail expenditures, and those 
which list the performance of reporting managers. Of course, any manager up the 
line, who has elected to control certain expenditures himself, also receives a report 
similar in concept to that which goes to a first-line manager covering these expenses. 
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costs are being controlled in accordance with the concept of delegated responsibility. 
Reports which cross-add the expenditures of lower levels of management are not 
needed for the purpose of control of costs to a target because the higher level man- 
ager does not control these expenses himself. He delegates their control to those 
managers reporting to him. Cross-added reports, however, may occasionally be 
needed for other reasons. Such reports might, for example, facilitate quick forecast- 
ing or be needed for planning changes in operations, such as reducing or increasing 
shifts due to overtime costs. Moreover, it is ordinarily unnecessary for a manager to 
receive copies of reports going to the managers reporting to him since he is holding 
them responsible for their total performance. This latter case is true whether the 
reporting manager is receiving a report which details specific items of cost or which 
lists the performance of the next level of management. Naturally, if the total is out 
of line, the upper level manager reviews the first-line manager’s status and discusses 
his report with him. 

It would be well to emphasize that monthly responsibility reports are evaluation- 
type reports. Managers also need what might be called information reports, which 
give them data needed to perform the control function. The breakdown on such 
reports can be tailored to what each manager really wants. Such reports 
can be issued weekly, if this is his requirement, or daily, or once a year. We 
should recognize the multiplicity of needs for such information reports, and not 
clutter up monthly performance reports in a futile attempt to serve all needs with 
one piece of paper. The greatest undoing of accountants as communicators may be 
the multi-purpose report. Such a report becomes a mass of compromises. The 
frequency is a compromise; the format is crowded; the degree of detail is a com- 
promise. In short, multi-purpose reports serve no purpose while attempting to 
serve many. 

The development of an adequate system of responsibility reporting for cost control 
purposes requires more than merely taking existing classifications of overhead which 
were developed to show expenses on a plant-wide basis and issuing similar reports 
to all levels of management. Such reports are inadequate because they are usually 
too detailed and do not meet the needs of each different operation. Adequate classifi- 
cation by responsibility is a prerequisite. After that, appropriate reports should be 
designed for each manager which make use of the best reporting techniques and suit 
the requirements of that particular job. 


ILLUSTRATIVE RESPONSIBILITY REPORTS 

It is impossible to display in a paper such as this an entire responsibility reporting 
system. Nevertheless, a few examples might serve to clarify the concepts. We should 
start with reports at the first line because a basic part of the concept of responsibility 
reporting is to build from the first line up. 

Exhibit A is a report for a first-line manufacturing operation headed by a foreman, 
or as we prefer to call him, a unit manager. In connection with this report, the 
following features are significant: 

First —There are a minimum of items on the report. 

Second—The items on the report are those selected as appropriate to this particu- 

lar unit. 
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These reports represent all that are required for current cost control purposes if 


| 
| 
| 










EXxHIBI 





XYZ COMPANY 
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Third —AIl costs incurred in this unit are shown and totalled. 

Fourth—In addition to comparing actual expenditures with target, there is a trend 

line, also compared to target. 

Exhibit B is a report for the manager—manufacturing engineering, a staff sub- 
section in the manufacturing organization. Note here that the classification is 
different to that on the foreman’s report since he is performing a different job and, 
therefore, interested in different expenditures. It is still a simple report, however, 
tailored to his needs alone, and not including any items of purely accounting 
concern or of only occasional interest. 

Exhibit C illustrates a report that the superintendent, or manager—shop opera- 
tions, would receive. He has reporting to him six unit managers. This report is 
merely a listing of the expenditures for his six managers plus another line labelled 
“administrative.” This latter is to recognize that there are some activities in his 
subsection which he has elected to control, himself. For these expenditures, he re- 
ceives a separate report similar in general form to the report for the manager 
manufacturing engineering. All of these are, of course, compared to the budget or 








current target. 

At this, the second level, then, there is no reporting of details, no cross-adding of 
like expenses. He has, instead, delegated to his six unit managers, and to himself, 
responsibility for control of separate parts of the total. Naturally, he confers with 


EXHIBIT B 


XYZ _ COMPANY 
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April 1960 
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a particular unit manager if, in total, that unit manager is not doing the job and may 
then look at the details in his case. 

This same type of report is furnished to the manager of manufacturing. It should 
be pointed out, perhaps, that the values on all these reports represent conversion 
costs. They do not include the direct material which goes into the product. This ts 
reported separately and in a different manner. The general manager of the depart- 
ment also would receive a report listing performance of the managers reporting to 
him. In fact, this can be merely a part of the monthly operating statement for the 
department. 


EVALUATION 

A few comments on the value of this responsibility reporting concept may be 
worthwhile. It is naturally difficult to produce a concrete evaluation of anything as 
subjective as a reporting technique for the control of costs. Moreover, real experience 
with responsibility reporting has only begun to take place. The learning period is 
by no means over. 

On the negative side we know, first, that any change in practice, as complete as 
this, is slow to take—especially at the higher levels. People are going through a 
period of uncertainty. They must discard old techniques and learn new ones. While 
this is a drawback it has advantages also, because it serves to bring more attention 




































































EXHIBIT C 
XYZ COMPANY 
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operation with the desk-size IBM 632 Electronic Typing Calculator. 
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Any typist can operate it = Priced low for modest budgets the IBM 
632 is a versatile business machine for smaller companies. To the 
basic unit (illustrated above) may be added Punched Card input 
and output to provide simultaneous preparation of punched cards 
for sales analysis, inventory control, accounts receivable and other 
Punched Card accounting and operational analysis reports. With the Posting Car- 
gouie ain: riage (another optional feature) bookkeeping may be performed as 
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to the matter. Secondly, the division of all costs by responsibility is easier said than 

done. In a large organization there are many different interpretations of what the 

concept really means in practice—and many compromises with the theory. Perhaps 
the most perplexing problem is whether responsibility rests with the person incurring 

a cost, or the person authorizing its incurrence. An illustration of this would be 

development models made in the shop for a design engineering unit. But, again, 

problems of this sort are not an unmixed blessing. The very need to survey the situa- 

tion and define responsibility can produce a clearer picture in the minds of manage- 

ment as to where responsibility does lie. Perhaps a few areas of responsibility which 

were unassigned can be pinned down this way. Needless to say, the responsibility 

reporting system is only as good as the true delegation of cost control responsibility. 
On the plus side, we see many advantages. 

First _—The first-line manager, particularly, is better motivated because he gets a 
full report on his costs alone. He knows what to do and how he will be 
measured, He has a greater sense of responsibility. 

Second—Upper levels of management are freed of the responsibility for examining 
details of costs which they have supposedly delegated. 

Third —The reports are more attractive and make more sense to the managers who 





receive them. 

Fourth—There is an improved awareness in the entire organization as to who is 
responsible for control of costs and just what costs. 

Fifth —The means exist for getting a better perspective on the control of total costs 
in a unit instead of choosing direct labor one week, overtime the next, and 
something else the following month, or working with deceptive ratios of 
one to the other. 

Sixth —Targets can be more meaningful because the manager involved can play 
a larger part in their development and, therefore, be more confident of 
their validity. His target contains only costs which he incurs. 

In total, it would appear that accounting and reporting by responsibility should 
be very worthwhile, even as businesses are learning to use it. When fully imple- 
mented, responsibility reporting should add considerably to effectiveness in control 
of costs. 

For further reading 

RESPONSIBILITY REPORTING, Ed. by K. S. Axelson, Peat, Marwick, Mitchell & Co., 

New York, N.Y., 1961. 

RESPONSIBILITY REPORTING TO MANAGEMENT, by James A. DeVille, N.A.A. Bulletin, 

Dec. 1960. 

“STEP REPORTING” FOR RESPONSIBILITY ACCOUNTING, by Stuart A. Clarke, N.A.A. 

Bulletin, June 1961. 


PAYNE, PATTON & PUGSLEY 


CHARTERED ACCOUNTANTS 





Gordon S, J. Payne, C.A. Donald R. Patton, C.A. 
Philip T. R. Pugsley, C.A. C. Glen Strike, C.A. Donald W. Burke, C.A 
Suite 14, The Linton, 
1509 Sherbrooke St. West Montreal, Que. 











492 Cost AND MANAGEMENT 








im 
co 
We 
of 
an 
cy 
is § 


me 
rec 
mo 
sta; 
cor 





go 











The Economic scene 
by W. Allan Beckett 


THE CANADIAN ECONOMY IN 1961 
FTER A SLOW START in the opening months of 1961, Canadian business 
activity picked up smartly in the second quarter. 

e Gross national product—the total output of goods and services—increased 
2 per cent in the second quarter of the year. 

e The index of industrial production, after touching a low of 165 in March, 
had risen to 175 by August, a new peak. 

e Profits of Canadian corporations rose by 13 per cent in the second quarter 
before taxes and dividends paid to non-residents—and better than 20 per cent 
after taxes. 

e Industrial common stock prices rose nearly 20 per cent from March to 
November and this came on top of an earlier increase of 20 per cent between 
July 1960 and March 1961. 





Despite this rather comforting turn around from the 1960-1961 recession—an 
improvement that has carried through to the year end—a number of basic problems 
continue to plague the Canadian economy. The two major evidences of continuing 
weakness include a persistent high level of unemployment—better than 6 per cent 
of the labor force in October after allowing for seasonal factors—and the failure of 
any sharp revival in business spending for new plant and equipment. Thus, despite 
cyclical improvements, the slower rate of growth that appears to have begun in 1957, 
is still with us and the underlying health of the Canadian economy remains in doubt. 

Let us document the 1961 recovery in greater detail. There were three main ele- 
ments of demand strength that lifted the Canadian economy out of the 1960-1961 
recession. These were consumer spending, government spending and export sales. A 
modest turn around in business inventories also assisted the recovery in its early 
stages. Of these changes, exports were the most important in the first quarter of 1961, 
consumer spending in the second quarter of the year, while all three contributed to 
the strength of the last half of the year. 





During 1960 Canadian sales to the United States had declined sharply and steadily 
throughout the year. Fortunately much of this decline was offset by a modest expan- 
sion in exports to the United Kingdom and by a sharper rise in sales to Continental 
Europe. In 1961 sales to the United States revived moderately, while overseas exports 
continued at a high level. At the same time, because of some lingering weakness in 
domestic demand, Canadian imports did not revive significantly until later in 1961. 
As a result a surplus on commodity trade appeared for the first time in many years, 
contributing statistically as well as physically to the expansion in total output, The 
overall trade deficit which includes trade in service items narrowed by $200 million 
from the first to the second quarter c“ 1961, and a further decline is a likely prospect 
during the duration of this business cycle. 

These changes in demand were parallelled by, and supported by, changes in the 
income stream. Labor income which had paused in the spring of 1960 and again in 
the opening months of 1961, rose sharply in the second quarter of the year and 
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more modestly in the last half of the year. The earlier pauses had contributed some 
hesitancy to consumer spending, but the expansion since March of this year has 
promoted a new buoyancy. Government revenues which had levelled off during the 
recession, renewed their advance in the period following March of this year and 
permitted an expansion in government spending. The government deficit, however, 
remained large and further expansion of revenues will be required to reduce the 
government deficit even in what appears to be a prosperous 1962. 

The sharp revival in corporate profits in the final nine months of the year reflected 
in part the low level of the first three months of the year. Resident profits had been 
depressed not only by the recession effects, but also by a sharp and unusual increase 
in dividends paid to non-residents. These profits paid abroad declined throughout 
the year to a more normal level and the increase in overall profits flowed largely to 
the domestic economy. 

Many of these improvements took place against a background of price stability 
in both commodity and labor markets. With increases in production outrunning the 
growth in employment, productivity was rising through most of the year. Thus, the 
improvements in corporate profits reflect not only a higher volume of activity, but 
improved profit margins—a typical development in a recovery period. 

It is quite significant that the improvement in cost position, in profit margins, in 
total profits and in cash flows did not prompt any significant recovery in business 
spending for either capital equipment or for inventories. The pace of the recovery 
was moderated considerably by the failure of these demand sectors to grow. It is 
this development which leads one to be cautious about the longer term growth rate 
in Canada, and at the same time cautious about the ultimate duration and vigor of 
the current expansion. The supplies of both producers’ durable equipment and of 
labor appear more than adequate to meet any demands that are likely to be placed 
on them during this upswing. It is this factor more than any other which suggests 
that the upswing may come to an early end and that rather more severe problems 
will appear in the ensuing recession. 

One potential area of demand that could expand sufficiently to encourage a new 
round of investment in Canada is exports. Canada was fortunate that exports per- 
formed as well as they did during the 1960-1961 recession and as well as they did 
thus far in the current recovery. However, the staying power of the U.S. expansion 
is in some doubt and we may be in export difficulty in that market again some time 
in 1962. 

At the same time there are some early signs that the expansion overseas is running 
into a temporary pause. For example, industrial stock prices in Britain, Western 
Europe and Japan have been declining now for almost a year. Competitive pressures 
and the development of trading blocks appear to militate against any further sharp 
expansion in Canadian sales abroad. Our concern over Britain’s entry into the Com- 
mon Market is seen to be well justified. 

There were two developments in Canada in 1961 that are worth additional com- 
ment. The first of these was the devaluation of the Canadian dollar as a result of the 
June budget. The shift in the value of the dollar from an average of $1.03 in 1960 
to an average of near 97¢ in 1961 lowered the world prices of many Canadian ex- 
ports, adding stimulus to our sales abroad. At the same time imports became more 
expensive. Many import price increases were absorbed by business and final product 
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prices did not reflect the full extent of the devaluation. The second development 
was the maintenance of relatively low interest rates in the early stages of the recovery. 
In the period immediately following the March low point the money supply was 
expanded vigorously and interest rates remained stable through the rest of the year. 
This contrasts sharply to the experience in the early stages of the 1959 upswing when 
a stable money supply and rising interest rates may have choked off economic activity. 

[he previous review suggests that there are many plusses and minuses in the 
economic picture. These add up in the short run, say until the end of 1962, to a 
continuation of a modest business cycle expansion. Even business investment is 
likely to rise for two or three quarters during this period. Still it is clear that a return 
to the high growth rates of the early 1950's is not an immediate prospect for either the 
U.S. or Canada. Slower growth rate implies continuing levels of excess labor and 
capital capacity and greater vulnerability to shocks that will produce another reces- 


sion. 





“HOW TO KILL A GOOD EXECUTIVE”’ 
by ROY PEARSON 


Dean, Andover Newton Theological School, Newton Centre, Mass. 


How to kill a good executive? As I have suggested, you can cut off his head, pull 
him apart, strangle him, wear him down, or poison him. Of course, there are many 
other ways, too. You can stab him in the back by secretly urging him to speak out 
boldly on a given issue and then disowning him when he meets a little opposition. 
You can drown him in ridicule by letting him share with you some hope that is 
dearer than life and then laughing at him for his stupidity. 


You can starve him by so regulating both his professional and his social 
relationships that he can never treat another man as a friend but only as a potential 
instrument. You can break his heart by letting him dream long dreams about a 
company that tries to make a worthy contribution to the life of the nation and then 
tearing those dreams apart by your own sarcasm and bitterness. 

But I think that I have given you enough ideas to get the job done, and perhaps 
the happiest recollection of all is the fact that these methods kill two birds with one 
stone. Follow them faithfully, and not only will you kill a good executive: you will 
also kill the company. Office Executive, December, 1960 
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DIVERSIFICATION FOR STABILITY 
AND STRENGTH* 


by J. P. Hudson, 
Treasurer and Director, 
The Anthes-Imperial Company Limited, 
St. Catharines, Ontario. 
Diversification is one answer to the twin threats of domestic 
over-production and foreign importation that face most manu- 
facturers. In this article, the author weighs the pros and cons 
of diversifying and outlines a three-stage program of long range 
product planning. 
W' HAVE rapidly emerged from a seller’s market to a buyer’s market due to a 
combination of imports and relative over-capacity in most of our own produc- 
tive facilities. Hence—the profit squeeze. 

These changes are not only widespread throughout our whole economy but are 
deep-reaching and profound. 

They point out one inescapable fact—that there are not too many Canadian 
products today that are safe from some present or future threat, whether it be from 
importation or domestic over-production, obsolescence due to technology, or chang- 
ing consumer demand. This, without question, calls for some sort of nimble action 
on the part of business management. 

Having developed to the point where some form of management action is required, 
we will move to consideration of one form of action that may be taken—diversifica- 


tion. 


DIVERSIFICATION 

When one thinks of diversification in business, it is not uncommon to think of it 
as a venture into new and wholly unrelated fields of activity. In some instances this 
is the correct interpretation, but there are many degrees of diversification before 
reaching this extreme. 

Diversification is simply an attempt to have more than one variety of product or 
service to offer one or more types of customers, It is not something new, but is as 
basic and old as industry and commerce themselvés. 

There are very, very few forms of business activity that do not have some built-in 
diversification, even though it may not be too apparent on the surface. 

A shoe manufacturer may offer many sizes, designs, colors, fabrics in formal, 
sports and work wear for the various seasons to men, women and children, and at 
varying prices. The products are all related to one manufacturing field—shoes—but 
they cover a wide variety of consumers and consumer requirements. 

The finance companies have diversified by financing broader fields of products. 
for consumer and industry. They are also in the small loan business and are now 


*A paper presented at the 40th Annual Cost and Management Conference, Vancouver, 
B.C., June 28-30, 1961. 





John P. Hudson holds a Bachelor of Commerce Degree from the University of Toronto 
and is a Chartered Accountant in the Province of Ontario. Presently Director and 
Treasurer of the Anthes-Imperial Company Limited and its several subsidiaries, Mr. 
Hudson has had more than 20 years’ administrative and financial experience in the 
industrial field. 
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moving into the field of loans to industry. This is diversification, but it is confined to 
the finance and loan fields. 

The banks, which have always had multiple services to offer, have moved into 
the mortgage and personal loan fields as further diversification, but these operations 
are still related to the banks’ basic business. 

In the examples given, the diversification did not change or extend the basic func- 
tions of the business. This type of diversification has been termed horizontal or 
related diversification. 

The other form of diversification is termed vertical or unrelated diversification. 
Here we have the case where a company moves into new fields. 

One of the better known examples of this is American Machine & Foundry in the 
United States. It had long been the world’s largest manufacturer of tobacco machin- 
ery, and it also made bread-wrapping machinery, other bakery equipment, as well 
as some stitching equipment for the textile trade. A.M.F. then embarked on an 
ambitious diversification program and entered the fields of automatic bowling pin- 
setters, pretzel benders, restaurant equipment, radial saws, bicycles, toys, float lock 
vises, washers, nuts, electric motors, radar antennae, guided missiles and atomic 
power. In a period of 12 years, sales increased 21 times, pre-tax profits were up 
almost six times, but they spent on research and development over ten times as much 
as previously, and return on net worth rose over three times. Their original products 
accounted for only ten per cent of their total business at the end of the | 2-year 
period. 

Their Executive Vice-President, Mr. R. C. Gott, analyzes the reasons for diversifi- 
cation under two categories—offensive and defensive. 

OFFENSIVE DIVERSIFICATION 

The offensive reasons, he states are: 

(a) A company’s effort may be so productive that the industry can be termed 
saturated. The industry is so saturated and mechanized that the company can only 
expand at the speed of the industry’s rate of growth, which may not satisfy the cor- 
porate plan for growth. 

(b) The time element involved in building up facilities may be excessive. It may 
pay to acquire rather than develop facilities—not only in plants and equipment but 
in engineering talent, distribution systems or additional management. 

(c) A third offensive reason may be to obtain better control over raw materials: 

(d) In good times there may be a desire to improve the market value of the com- 
pany’s common stock. It may be to add glamour, upgrade earnings or increase the 
asset value. 

(e) There may be cash in the acquired firm or it may be that the capital structure 
is so simple that it will permit the issuance of additional senior securities such as 
bonds or preferred shares. Most growth companies are short of cash, and working 
capital, and generally must finance greater research and development expenditures. 

(f) The reason may be purely for growth itself. 

DEFENSIVE DIVERSIFICATION 

Frequently companies diversify for defensive reasons: 

(a) A company may be wholly dependent on a single industry. If the industry 
itself is growing quickly, a company may well elect to stay with it. However, if the 


DreECEMBER, 1961 497 





| 
| 
| 
| 
















industry is at the saturation point or is declining, diversification offers the onl 
defensive move. Many railway equipment manufacturers have moved into unrelated 
fields. 

(b) Seasonal or cyclical fluctuations frequently dictate defensive action. The 
bad effects of fluctuating production schedules are well known. To branch into contra- 
seasonal products could well be more desirable than stockpiling during the slack 
season. It is advantageous to reduce the dependence on cyclical product fields. 

(c) An actual or anticipated decline in demand for certain products may lead to 
excessive manufacturing, engineering and distribution facilities, which could be 
used for new product lines. 

(d) Sometimes diversification leads to lower manufacturing and distribution 
costs even though further facilities may be added, provided that there is some com- 
mon requirement in manufacturing or distribution. 

(e) Some companies search for lines that are more depression-proof than their 
present line. 

Basically, in times of expanding economy the emphasis is frequently on the 
offensive reasons for diversification, whereas during periods of recession the move 
is more apt to be a defensive one. 

As we discussed the reasons for diversification we were, of course, covering its 


main advantages. But what about the disadvantages of diversification? 


DISADVANTAGES OF DIVERSIFICATION 

(a) With more products and product lines to control, management may find 
that attention and control for each individual product becomes diluted. Management 
effort is spread more thinly. Thus there is a definite danger that by being in too 
many fields the company is highly efficient in none. With the narrow profit margins ot 
today this could be fatal. 

(b) Financing the extra product lines may strain the financial resources of the 
company. New products require not only additional facilities but additional working 
capital and greater expenditures for research and development. 

(c) Through incomplete information, a company could well move into a poor 
field unknowingly without proper management know-how, etc. We have examples 
where General Mills unsuccessfully tried to put Betty Crocker into the appliance 
field and National Distillers found the chemical field was not their cup of tea. There 
have been many others. The present line may be producing greater returns than a 
new field actually produces. 

(d) A non-profit product line may be protected and continued under an umbrella 
provided by profitable lines. 

(e) Bond interest and preferred share dividend requirements could become so 
burdensome that the company finds itself in difficulty in a period of recession. 

(f) Common share ownership could be diluted if too much is issued for acquisition. 

(g) Acquired managements may not be compatible with the policies and philoso- 
phies of the new parent causing dislocations which were not anticipated when the 
acquisition was considered. 

(h) A diversification program is relatively expensive and must be paid for out 
of the profits of existing lines. It is important that any company considering diversifi- 
cation should recognize this and place the program under the guidance of an almost 
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full-time senior executive. If this is not done the cost of errors could be extremely 
serious. 

It would appear that if proper safeguards and planning are provided these dis- 
advantages could probably be avoided. This implies that diversification must be part 
of a carefully prepared plan. 

The choice as to whether this is done through diversification from within (that 
is, developing a new product with present facilities) or through diversification by 
acquisition of other companies depends upon the compatibility of manufacturing, 
distribution, management, engineering and research facilities with the requirements 
of the prospective product. 


ADVANTAGES OF A LONG RANGE PLAN 

his carefully prepared plan that is needed is the long range plan. 

Long range planning is a much broader concept than diversification. It is planning 
for the future of present products as well as potential products. It is the planning of 
financial, management, personnel, manufacturing, distribution and research require- 
ments and resources to meet a corporate objective for profit or sales levels in the 
future. 

The rapid changes in products, manufacturing techniques and consumer demand 
make it necessary for companies to be constantly on the offensive and defensive 
product-wise if they are to survive. These are the external pressures that call for long 
range planning. There are several significant advantages for the internal structure 
of the firm: 

(a) A sound forward plan outlining directions of growth for increased profit 
strengthens management position with both present and new stockholders. 

(b) Management can use effective long range planning in establishing criteria 
for directors to review and evaluate the progress of operations in a long term sense, 
thereby encouraging realistic judgment on the part of Board members. 

(c) Specific goals can be listed and achieved for the future development of the 

company. These goals can be set up divisionally and for the total company. Both 
general management and middle management will know what these objectives are 
and what performance is required of them. 
(d) Because long range planning stresses future development and growth, the 
assistance of a practical corporate plan can contribute to greatly enhanced morale 
among personnel at all levels of the company organization. Such a plan also helps 
to attract and hold capable management personnel, and assists in labor relations and 
in community relations. 

The program for long range planning might be considered in three phases as 
follows: 

(1) Current Status 
(2) Planning Objectives 
(3) Taking Action 
CURRENT STATUS—OBJECTIVE LOOK AT PERFORMANCE 

The first phase of current status is a matter of taking an objective look at the 
performance of the company to date, determining its strengths and weaknesses, and in 
effect, determining what type of foundation is available upon which to build future 
plans. The analysis is quantitative and qualitative. 
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1. QUANTITATIVE ANALYSIS BASED ON FINANCIAL STATISTICS 
The quantitative analysis is based on statistics, sales, profits, capital turnover and, 
in effect, all financial statistics which provide a measure of performance of the com- 
pany. These statistics should be compiled for probably the past ten years unless 
special conditions warrant compiling them for longer, or even shorter periods. This 
would apply if certain major changes have been made in the company that might 
mean figures prior to a certain date were not truly a measure of the performance. 
The data to be compiled should include the following: 
(a) Pre-Tax Return on Net Worth 

This is basically a measure of return that is obtained for each dollar invested in 
the business. The pre-tax return is used in order that changes in tax rates will not 
distort our statistics. The net worth is the stockholders’ investment, plus the earned 
surplus which is, of course, the profit that the stockholders have left in the business, 
(rather than taking it out as dividends), in order to provide funds for the development 
of the company. 

These statistics may be shown as a series of tables, but possibly the simplest way 
to review them is to plot data on a graph. This is generally the easiest way for most 
people to obtain a quick picture of the data presented. 

Since our Company is a manufacturing concern, I will tend to refer to manufactur- 
ing statistics, but companies in other fields, such as wholesale distribution or retailing. 
can find similar data with which to compare their performance. 

The pre-tax return on net worth for all manufacturing in Canada can be obtained 
from Government statistics, specifically the Taxation Statistics. and thus it is possible 
over the period of ten years to plot on the chart or graph the company performance 
and the average performance for all manufacturing. 

(b) Capital Turnover 

This is the ratio of sales to net worth and the comparable average Canadian per- 
formance can be obtained from the Taxation Statistics. 
(c) Pre-Tax Return on Sales 

Percentage profit obtained on each dollar of sales is a common figure used as a 
measure of performance of a company and, accordingly, is one of the factors to be 
considered. By itself it can be misleading, for it will vary from one type of industry 
to another, and yet provide the same return for the investor’s dollar. 

Once again, on plotting the performance of the company, comparison can be made 
by obtaining figures from Taxation Statistics to indicate the average for all manufac- 
turing in whatever field may be involved. 

(d) Sales Growth 

The next important factor to consider is the growth of the company to date, which 
may be done by plotting the volume of sales over the past ten years. Here again, 
comparison can be made with Canadian industry or manufacturing as a whole to 
determine how the individual company compares with the average for the country. 
(e) Performance of Each Product Line 

Having determined the performance of the company as a whole, and compared 
it to the Canadian average, we should now consider the major product lines that we 
have and compile and plot the figures for the respective performance. In each case, 
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they may be plotted and compared once again with the average for Canadian indus- 
try, and may also be compared with Canadian industry in that particular field, 
although such information may not always be available. 


(f) Other Statistics 

There re other methods of measuring the performance of the company, according 
to the type of industry the company is in. In our case, our largest customer is the 
construction industry. Therefore, it is of interest to us to compare our performance, 
particularly growth-wise, with the construction industry. This may be done in total | 
and by sections, such as housing, commercial and industrial construction. 

The sales of our domestic heating products may be related to housing starts. The 
Dominion Bureau of Statistics publishes a multitude of figures on all types of indus- 
try, from which it is usually possible to obtain data re the performance of the type 
of industry in which the individual company may be involved. 


2. QUALITATIVE ANALYSIS 

The qualitative analysis of a company performance is intangible and therefore 
more difficult to determine with any reasonable accuracy. It is particularly so if it 
is done within the company. It is the same as an individual trying to assess or appraise 
his own performance, Quantitatively, he can compare his income with averages 
published in salary surveys. But to determine qualitatively how his performance is 
relative to others is extremely difficult. Therefore, he probably has to rely on an out- 
side opinion. 

In the same way, a company may have to rely on the opinion of a consultant who 
is able to look at the company from the outside. Also, the consultant is able to obtain 
more accurate opinions from outsiders than a company employee can. In our case, 
we have had consultants do both the qualitative and quantitative analyses, although 
the quantitative could be done within the company. 


(a) Outside Opinions 

In the event that consultants are used, they will probably talk to people in many 
fields who, for one reason or another, may have some contact with, or knowledge 
of, the company under study. Probably one of the first groups they would talk to 
would be the customers, to determine just what they think of the company, the 
service it provides, the quality of its products, etc. They would also talk to representa- 
tives of various professions such as the legal profession, accounting, banking, in 
order to determine just what the opinion of each of these groups may be of the 
performance of the company in their respective fields of interest. Companies supply- 
ing goods to the company will have various opinions as to whether it is businesslike, or 


disorganized, etc. 


(b) Management and Facilities Audit 

The consultants would talk to many people in the company, particularly those in 
the management area, to determine the availability and capability of research, manu- 
facturing and marketing skills. They will measure the morale of the members of 
management. They will observe and rate the physical facilities of the company. 


(c) Study of Strengths and Weaknesses 
From all this investigation, the analyst can prepare a character study of the com- 
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pany, listing its strengths and weaknesses, its abilities and skills, and so on. In some 
cases, One Company may have a particularly strong manufacturing ability, but be 
somewhat weak on distribution. It is important to know whether the company is 
well balanced between manufacturing, marketing and technical skills. It must be 
determined whether the top management has sound financial ability. Consideration 
should be given to the technical and engineering ability of the company, which wil! 
influence the quality and acceptance of the products. 

Quantitative and qualitative analyses provide a measure of the performance ot 
the company and the foundation upon which future plans for the company may be 
developed. 

A company having major weaknesses will have to make different plans than the 
well balanced company. It will have to concentrate on correcting its weak spots. 
It will have to make defensive protective plans, rather than growth plans. But if it 
does make the required corrective moves properly, it will then be in a sound position 
to move ahead. 

For the purpose of this presentation, let us assume that the company is reasonably 
well balanced, with no major weaknesses; in other words, is a good foundation. We 
can then move on to the second phase—PLANNING OBJECTIVES. 





PLANNING OBJECTIVES 

This is probably the most difficult phase of the whole study. The first phase on 
the current status may have appeared to be a lot of work, and it is. However, it is 
mainly an analysis of known or existing data. The phase on planning for the future 
introduces unknown factors. 

(a) Set Quantitative Objectives—Sales 2nd Profits 

The first step is setting quantitative objectives, sales and profit goals—and determin- 
ing to what extent existing products can contribute to the plan of growth. This 
obviously will indicate the need, or otherwise, for new products. 

(b) Long Range Forecasts for Each Product Line 

A long range forecast should be prepared for each main product line. Generally 
speaking, the forecast should be for at least a five-year period and preferably a ten- 
year period. There are certain types of industry, such as pulp and paper, which may 
require the planning of timber growth for a period of 25, 50 or more years ahead. 
However, generally speaking, in most manufacturing businesses, a period of ten 
years would be practical. 

There are certain guides that may be used in planning or estimating the future 
sales volume of a company. One well-known guide is the recent study for a 25-vear 
period in the future, prepared by a Royal Commission on “Canada’s Economic 
Prospects’, more commonly known as “The Gordon Report”. 

The many supplementary reports prepared as a guide to the Commission in pre- 
paring the overall report represent a very thorough study by capable personnel. 
companies and organizations on the future of many fields in Canada. 

Such information as provided in The Gordon Report and other sources, and a 
knowledge of the relationship between sales volume of each product group, and such 
factors as population growth, and the estimate of the future by authorities such as 
Central Mortgage & Housing, will provide a guide to determine sales volume for each 
product line. 
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Estimates of the profit as a return on sales, and as a return on investment, must 
be made for the future. The projected sales, profit and investment should be com- 
piled in Operating statements for each product line for a five- or ten-year period, and 
then totalled on a consolidated basis, These projected operating ratios, especially 
profit on investment and the growth rate, may be compared with the past record 
of the business as a whole, the past record for the main productive lines, and the past 
records for competitive companies, the industry and all manufacturing. 

(c) Compare Forecasts with Objectives 

This part of the study brings many things to light, such as a bright future for one 
product line and a poor future for another. In total, it may indicate that in order to 
maintain a good rate of growth, and satisfactory profitability on investment over the 
coming years, it may be necessary to make major changes in product lines or even 
to diversify and spread the activity of the company into other fields in order to meet 
the objectives of the company. 

For instance, if a company has, say, four main product lines, it may be found 
that half the sales volume and half the profit depend upon one product line. Most 
careful consideration must be given to the future of the company in this product 
line. First of all, of course, a study must be made of why the company has been so 
successful, and whether the reasons for this will continue. They may have been fortu- 
nate in being first in the business and establishing a rather dominant position. How- 
ever, it is quite possible that competition in the coming years may seriously cut into 
the market and reduce the price of the product line. New developments in design, 
substitute materials, or manufacturing methods may cause a severe reduction in 
sales volume. 

Thus, in many ways, the company could be quite vulnerable. Estimates should 
be made of the optimistic view, that is, if the company could continue on its present 
basis with its present share of the market, and the pessimistic view of what might 
happen if severe competition were to arise. If this were to happen to a company whose 
total sales volume must depend upon one product line, the results will be disastrous. 

The other three product lines may have an equal share of the remaining volume. 
However, one of these may be currently in a position where the return on investment 
is virtually nil. The reasons for this situation may be many. Possibly product design 
or manufacturing methods have not been improved in recent years and consequently 
competition has forced the price down and the return to the company has disappeared. 
Serious plans will have to be made to improve the design and modernize manufactur- 
ing methods, to meet the current market requirements. An unpleasant alternative is 
to drop this product line. This may be necessary if its future is poor due to obsoles- 
choosing your own time— 





cence or other factors. It is better to plan such a move 
than to be forced into it suddenly and with heavy losses in inventory. 

All of the many factors will have to be taken into consideration, and the maximum 
extent of the possible threat to profits on major product lines has to be estimated. 
This analysis must determine the extent of the need for new products to insure 
maintenance of consolidated profits. 


(d) The Study for New Products 
In the event that it appears necessary for the company to diversify into another 
product line in order to reach its objectives, it will be necessary for the company to 
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determine what are the logical product fields to consider entering. At this point 


the qualitative analysis of the company as it now stands and as compiled in Phase | 


above should be carefully considered. 


(e) Final Decision on Products 
If the requirements for future development have been well worked out to meet 

long range planning objectives, then the specifications or criteria have been estab- 
lished for product planning and diversification. Among the fundamental things to 
be decided are whether to: 

(i) redesign existing products 

(11) add products to present lines 

(iii) expand into allied lines 

(iv) shorten present lines 

(v) add completely new product lines. 


TAKING ACTION 

Of course, the ultimate purpose of long range planning is the formulation of plans 
for specific action. It leads to specific product projects which may be old projects 
with new goals or new projects which will be pursued with new enthusiasm and new 
co-ordination. 

Obviously no one can tell you what product lines you should consider or tackle. 
However, there are certain factors that make some product lines worth investigating. 
In general, then, the products should have one or more of the following advantages: 
1. CHOOSE PRODUCT LINE WITH ONE OR MORE ADVANTAGES 

(a) Have an acceptable rate of growth. 

(b) Not be too susceptible to obsolescence. 

(c) Not be too subject to importation or domestic overproduction. 

(d) Consolidate well with present lines. 

(e) Reduce cyclical trend effects. 

(f) Be inanew, high-potential industry. 

(g) Not require a research and development program beyond the company’s 
means. 

(h) Have some proprietary protection through patents, established leadership 
or special process. 

2. PROJECT REQUIREMENTS FOR MANAGEMENT, PERSONNEL, ETC. 

The product plans will make it possible to project the requirements for marketing, 
physical facilities, organization, engineering and research personnel and finally 
capital requirements. The importance of a long range personnel development pro- 
gram to meet future growth requirements cannot be stressed too strongly. 


PRETESTING AND ANALYSIS 

Let us assume that a specific product is being considered as an additional product 
to be manufactured in the plant and that the product has an acceptable growth 
pattern. The usual detailed product cost estimate will be prepared as a team effort 
by the financial and cost department, development engineering, production, purchas- 
ing and marketing personnel. In this connection it is most important that overhead 
allocation be realistic and not understated as is often the temptation with a new 
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product. Return on the investment of working capital as well as in facilities will be 
calculated. So will the profit percentage on sales. These then will be compared to 
see if they meet the long range planning objectives. 

Where the product line entails the acquisition of another concern, the procedure 
is quite different. In this instance the first step would be to get financial reports from 
credit bureaus, banks, Financial Post Survey. Following this, discussions may be 
held with the principals of the prospective acquisition and if further interest develops, 
financial statements for some ten years will be secured and analyzed as to return on 
investment, return on sales and capital turnover. These results will then be compared 
with the long range planning objectives. The balance sheets will also be examined 
for working capital ratios, debt ratios, inclusion of goodwill, etc. The final step 
would be to present the proposed acquisition with a check list of information to be 
supplied. This is a very lengthy questionnaire regarding earnings projections, break- 
even points, product profit and loss accounts, accounts receivable aging, employee 
benefits, order status, organization chart and personnel particulars, facilities, dis- 
tribution organization, industrial relations information, research and development 
activity and almost everything concerning their activities. It may be advisable to 
have the auditors conduct an investigation. Once again the important thing is to be 
sure the prospect meets the corporate objective. 

The planning function is a team effort calling for the best co-operation and creative 
talents in the financial, marketing and production areas. 

However, there is much technical work that must be done by the financial division, 
and some of this is none too easy if the information for past periods is not available. 
For instance, the determination of current status on a quantitative basis involves, 
for a number of years back, pre-tax profits on net worth, sales to net worth, pre-tax 
profits on sales. These are not difficult to determine on an overall company basis, 
but the product lines must be examined individually, and some difficulty may be 
experienced before arriving at product pre-tax profit—after selling and administrative 
expenses—and investment by product line. Clearly these are not calculated to the 
degree of accuracy that the total company picture is. However, there are many policy 
and procedural decisions involved. 








The projection of future profits on present product lines is something to which 
the financial executive can contribute. It will be noted that the corporation’s objectives 
were largely based on financial methods and terms. And lastly, the pretesting and 
analysis rested substantially on financial techniques. Thus, I think it can be said 
that an alert and creative financial team has much to offer to a company’s long range 
plan. And such a plan is indispensable under today’s conditions. 


For further reading 
DIVERSIFICATION OR CONCENTRATION? J. E. Wall, The Manager, August 1961. 
NEW PRODUCTS FOR PROSPERITY, R. D. Richardson, Cost and Management, Sep- 
tember 1961. 


DIVERSIFICATION REQUIRES PLANNING, H. N. Feist, Jr... Advanced Management, 
June 1959. 


IS THIS THE TIME TO DIVERSIFY? R. C. Gott, The Management Review, April 1958. 
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LOOKING AHEAD 

By 1970, 15° of all business failures will result from insider pilferage and theft, 
predict industrial security specialists C. P. Rudnitsky and L. M. Wolff in their new 
book “How to Stop Pilferage in Business and Industry.” The annual toll from insider 
pilferage is $2 billion annually, industry authorities estimate. 


Conventional TV antenna may give way to a new flat, printed-circuit TV antenna 
that has been developed. The new model may be slipped under the rug or stapled to 
the attic floor and is said to provide the same signal gain at medium ranges as a con- 
ventional broadband outdoor antenna. (Abitibi, Autumn 1961) 


Latest typewriter hears, spells and records the spoken word. Words are spoken into 
a microphone receptor and the information is fed into the time-compensated spectral 
memory display of the device, then into the syllable memory. The effector—an 
electrically operated typewriter—types in response to the words, using the information 
retained in its spelling memory to record them correctly. (Office Admin., Oct. 1961) 


Meter man may soon be a thing of the past. Utilities are experimenting with methods 
of mechanizing meter reading, most notably through a private communications net- 
work from the company to all its meters, Tests will be made next year by several 
utilities, including a Canadian one, of a telemetering system monitored through 
existing telephone lines, As visualized, the system could eventually include other 
services, such as burglar alarms or taxi-paging service. (Dun’s Rev., Nov. 1961) 


By 1965, it is estimated that government expenditures in Canada, in terms of 1960 
dollars, will amount to between $14 and $15 billions as compared to $11 billions in 
1960. This would amount to about 22% of total goods and services produced as 
compared to nearly 19% in 1960. (Can. Bus., Nov. 1961) 


OF GENERAL INTEREST 

The average annual income of Canadians for 1959, according to the taxation statistics, 
was $4,113 as compared to $3,204 five years earlier and $2,881 ten years earlier. 
In the same ten-year period, the cost of living rose 28% as against the near 50% 
increase in income, (/ndustry, Nov. 1961) 


Employee suggestions are becoming a lucrative way of supplementing the pay cheque. 
More than $15'2 million was paid out by American industry in 1960 for employee 
suggestions put into practice. The largest single award was $9,985; the average $33.48. 
(Factory, Nov. 1961) 
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Communist China graduated 160,000 students from its colleges and universities this 
year, an increase of 27,000 over last year. More than a third are engineering students; 
almost a third are teachers’ college graduates; and the rest have completed courses 
in medical science, agriculture, natural and social sciences, literature and art, foreign 
languages and physical culture. A total of 600,000 students graduated between 
1949-60. (Peking Review, Aug. 11/61) 


A new code of ethics has been approved by the American Institute of Certified Public 
Accountants making it a violation of ethics for an accountant to certify statements 
of companies in which he has an interest. The code will take effect Jan. 1, 1964 if 
approved by a mail ballot of AICPA members. (Bus. Week, Nov. 4, 1961) 


ON THE PERSONAL SIDE 

Over-65’s may be interested in a retirement apartment community that will be built 
in Victoria, B.C. next year. For an initial investment of $8,000 per single unit or 
$20,000 per double unit plus $125 a month for meals, laundry and maid service, 
residents will be assured of living out their days with comfort, care and congenial 
surroundings. The price includes a staff of 100, including a doctor on call and thera- 
pist, a hobby centre, proximity to a 2,000-foot beach and an excellent climate. (Fin. 
Post, Nov. 11/61) 


Don’t let a cold spoil your holiday season. To prevent colds, medical researchers 
advise: 

e Stay away from cold sufferers. Don’t handle their cups, glasses and towels. Wash 
hands thoroughly before eating. 

e Avoid being cold and wet at the same time, also stuffy rooms. Average house- 
hold should be kept at 68 to 70° F. 

© Get plenty of exercise and rest. 

If you do get a cold despite these precautions, best course is to: 

¢ Keep your diet simple and nourishing, heavy on liquids, light on gooey foods. 

e Have a complete rest. 

e Inhaling steam from a vaporizer reduces discomfort and breaks up congestion. 
Use some effective medication such as an anti-allergic compound, inflammation- 
reducing drugs. 

e If your temperature goes to 101, or you have chest pains or chills, call a doctor. 
You may be really sick. (The Aloominary, Oct. 27/61) 


For the hobbyist, new line of compact power tools is being made, combining the 
heavier features of conventional home equipment with the lightness of portables. 
Units weigh 30 to 35 lb. each with individual built-in motors, and circular saw, drill 
press, and jointer can fit comfortably together on a small bench. Best bet for the new 
line is for furniture work. (Bus. Week, Nov. 4/61) 

Car care is particularly important in winter weather. Keep damaging road salts 
washed off and drain holes clear to protect the car body against rust. Learn to read 
pipe “smoke signals’—blue smoke may mean trouble with your piston rings, black 
smoke may indicate a needed carburetor adjustment—and white smoke is nothing 
to worry about. (Precis) 
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OVERHEAD IN COSTING 
AND COMPETITIVE PRICING* 


by Gordon Shillinglaw, 

Associate Professor of Accounting, 

Graduate School of Business, 

Columbia University, 

New York, N.Y. 

There is room for improvement in the costing systems of most 
companies, the author points out, if they are to achieve most 
economically and effectively their purpose of providing data 
for financial reporting, management control and decision- 
making. In this paper, he reviews some of the problems con- 
nected with overhead costing and makes recommendations for 
their solution. 


FRIEND of mine recently remarked that the main trouble with overhead is that 

it is always underfoot. Indeed, if it were not for the existence of overhead there 
would be very little need for cost accountants. Direct labor and direct materials are 
by definition traceable to the product; they are also by implication wholly variable 
with the volume of production. Although there are minor problems in connection 
with these prime costs, such as the proper treatment of set-up labor or process scrap, 
it is not too inaccurate to say that prime costs can be identified readily with any 
costing unit the company wishes to use. It does not take much of a cost accountant 
to solve this problem. For example, suppose that management wants to find out how 
much cost is being incurred specifically to service a particular sales territory. The 
costs of direct labor and direct materials embodied in the products sold in that 
territory can be assigned virtually without question. Not so with overhead. Some 
branch sales expense can be traced to the territory, true, but the vast bulk of over- 
head, manufacturing, selling and administrative, defies any such simple solution. 


OBJECTIVES OF COSTING 
Before we can decide how to treat overhead in costing we need to decide why 
costing is important. Purposes govern methods, in accounting no less than in other 
fields, and different methods may be appropriate to different purposes. The objectives 
of overhead costing are the objectives of cost accounting: 
1. To yield an acceptable division of costs between income statement and 
balance sheet for public financial reporting. 


*A paper presented at the 20th Annual Conference of the Society of Industrial and 
Cost Accountants of Ontario, Ottawa, Ontario, October 20, 1961. 





A well-known author and educator, Professor Shillinglaw also engages in a variety of 
consulting activities in the fields of financial and economic analysis. His broad academic 
and consulting experience includes appointments with the Massachusetts Institute of 
Technology, Elliott-Pearson School, Joel Dean Associates, Hamilton College, Harvard 
University and the University of Rochester. He is a graduate of Brown University (A.B. 
—Naval Science), the University of Rochester (M.S.—Business Administration), and 
Harvard University (Ph.D.—Economics). He is presently a member of the American 
Accounting Association, American Economic Association, and the National Association 
of Accountants. 
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To provide an adequate basis for judging the cost control effectiveness of 
line supervisors and for supplying them with data that will assist in the 
control of costs. 

3. To supply data that will be useful with a minimum of special adjustments 

in managerial decisions on resource allocation and product pricing. 

Overhead costing problems differ from objective to objective, and thus it is worth- 
while to look at each of these in turn, starting with costing for public financial 
reporting. 


COSTING FOR FINANCIAL REPORTING 

Financial accounting is the camel in the industrial accountant’s tent, the tail 
that wags the dog. Overhead costing had its origins in management’s need to 
know more about the nature and behavior of company costs. Unit product cost for 
public reporting was incidental to this main purpose. Then along came tax legislation 
and securities regulation and the situation was all changed. The cost accountant 
became the servant of the public accountant; for many decades the validity of in- 
ternal accounting procedures has been tested, not by the standard of usefulness to 
management but in terms of consistency with public accounting standards. There 
have been signs in recent years that a reaction is setting in, that this dominance is 
being challenged, but there is a long road to travel before the internal objectives of 
costing are restored to their rightful place. 

Still, products must be costed for public reporting. How should this be done? 
Although an argument can be advanced in favor of the principle that is known 
variously as direct, marginal or variable costing, I do not feel that a conclusive case 
can be made either for or against this principle, at least as a standard for public 
reporting. Instead, I shall be content to make two or three simple observations on 
some other aspects of costing for public reporting. 

First, we all know that the overhead assigned to any product is an average over- 
head cost. This is required by the nature of overhead. Second, it should be recog- 
nized that there is no single “true” average—it all depends on what assumptions are 
made on such questions as the appropriate volume of activity or the method of allo- 
cation of service and administrative overheads. There is no such thing as precision 
in the product assignment of fixed overheads. For this reason, end-of-period 
approximate adjustments will yield financial statements that are just as adequate 
as those based on day-by-day application of burden rates in the product cost 
accounts—and may be a lot cheaper. This means, for example, that if a company 
wishes to adopt variable costing for internal use, it can still use absorption costing 
for public reporting—all it has to do is make approximate year-end adjustments to 
allow for changes in fixed costs in inventory. 





Third, inventoried overhead should exclude all costs that are not reasonably 
necessary to production. Thus all overhead variances, including the costs of idle 
capacity in excess of necessary standby capacity, would be taken as adjustments to 
income rather than partially as adjustments to inventory. An exception might be 
made for price variances in overhead, but the effect of any such adjustment is likely 
to be immaterial. 
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COSTING FOR CONTROL 
Of more significance to management is the problem of overhead costing for control 
information. Although the term “costing” in the title of this paper usually means 
product costing, it is hard to resist the chance to say just a few words about costing 
for control. 

For control purposes, the costing unit is not the product but the responsibility 
centre or department. The relevant costs are those charged to the department, not 
those absorbed by products passing through it. Information on the effectiveness of 
cost control is obtained by comparing these costs with flexible budget allowances 

These points are so well understood that it is unnecessary to expand further on 
the obvious. There are, however, two kinds of improvements in departmental costing 
that are both desirable and readily made. First, the chart of accounts needs to be 
refined so that the costs in each account are more nearly homogeneous in their 
relationships to the various cost-determining elements. A cost that will vary with 
machine hours should be in a different account from that in which a labor-related 
cost is recorded. 

It should be noted immediately that this is not a plea for determining flexible 
budget allowances from complicated mathematical formulas including several causal 
factors or independent variables. To be of any value to the line supervisor, the 
flexible budget must be clear and relatively simple. Multivariate equations are 
likely to violate this rule. Nevertheless, a finer classification of cost elements and a 
more complete understanding of cost behavior will permit more thorough analysis 
of cost variances. This will assist management in taking corrective action and, as a 
by-product, will provide better data for use in managerial decision making. 

Naturally, this kind of detail costs money. Furthermore, the finer the classification 
of costs the greater is the likelihood of error. There is a trade-off that must take 
place between the desire for detail and the need to keep clerical costs and errors 
within bounds, and this is largely a matter of judgment. The industrial accountant, 
however, more than anyone else, has a responsibility and an opportunity to show 
initiative in suggesting new and better bases for cost classification that fit the 
particular circumstances of his company. 

The second improvement that I should like to suggest is much easier to achieve, 
and that is to eliminate from every department's cost statements all variances that 
are not controllable in that department. A big step in the right direction would be 
the universal adoption of predetermined charging rates for service and administrative 
costs. If one department has control over the quantity of service demanded of a 
service department, then it should be charged for that service, but there is no reason 
why the total of such charges must equal the amount of cost accumulated in the 
service department's accounts. The place for cost variances is in the department in 
which control responsibility rests, and these variances should not be transferred to 
other departments where they are not controllable. If the service charge is a pre- 
determined amount per unit of service, then the only variances that show up in the 
accounts of a consuming department will represent the amount of service consumed 
in excess of or less than budget in that department. If service consumption is not 
controllable by department management, on the other hand, then it is better to make 
no allocation at all or to allocate predetermined lump sums so that no service 
department variance gets out of the service department’s accounts. 
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These same ideas can be extended into costing for control in non-manufacturing 
activities as well, provided that a satisfactory measure of the amount of work per- 
formed can be found. Extension of the flexible budgeting, responsibility accounting 
philosophy into non-manufacturing activities is easiest when the activity most closely 
resembles manufacturing—specific inputs devoted to accomplish specific, repetitive. 
measurable tasks—but even here it may be difficult to define the unit of output and 
even more difficult to change personal attitudes toward control. Many executives 
feel that control standards are applicable only to factory operations. This is an 
attitude that must be overcome if we are to make any progress in costing selling and 


administrative activities. 


COSTING FOR DECISION MAKING 

| have already dwelt too long on these first two objectives of overhead costing. 
Meeting the third objective—to provide data for decision making—deserves a lot 
more attention than it has received in the past. Although it is axiomatic that costs 
for decision making are estimates of future costs rather than historical costs, a record 
of historical costs is not useless. It is important, however, that the historical costs be 
the right kind. The problem is that there are too many kinds of decisions to be made. 
Cost groupings appropriate to one type of decision under a particular set of circum- 
stances may be wholly inapplicable to another type of problem at another time. This 
means that accounting data should be flexible—that is, readily available for use in 





many different types of decisions. 

Now how can this requisite flexibility be achieved? I have already said that 
homogeneity of cost behavior should be a cardinal principle underlying the design of 
the chart of accounts. Data accumulated in this manner are completely flexible—if 
the decision requires a choice between two alternatives that differ in the number of 
labor hours, then all those accounts whose costs respond to labor hours can be pulled 
out for analysis. If the difference is in machine hours or gallons of materials used, 
then a different set of accounts can be tabbed for study. Accountants have been 
criticized for years for overcompressing of data; operations researchers are merely 
the latest to join the chorus. Often the demand is for data that cannot be generated 
by any accounting system, but all too frequently the demand is legitimate. Accounting 
systems do overcompress because the importance of flexibility is not sufficiently 
appreciated. It is not enough to argue that flexibility is never completely achievable 
or that an increase in flexibility will be costly. The accountant’s responsibility is to 
face up to the need for flexibility and to design systems that balance this need 
against the costs and administrative difficulties of a finer subdivision of accounts. 

To provide a base of adequately flexible data, it is my opinion that internal product 
costing should be based on the variable costing or direct costing principle. As 
products move from department to department, plant to plant, into and out of 
inventory, the distinction between prime cost and overhead is hidden. What is over- 


head in one department becomes a material cost in the next. This pyramiding of 


costs does not seriously violate the flexibility requirement under variable costing, but 
a full cost absorption system introduces a serious pyramiding of fixed costs, apparent- 
ly converting them into variable costs. 

Variable costing has another advantage. If inventories are priced at variable cost, 
with all inputs priced at current prices, then unit cost will be a good approximation 
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to short-run incremental replacement cost. For that matter, no matter what kind of 
costing philosophy is adopted, current cost pricing of labor, materials and purchased 
services is desirable; in fact, an argument could even be made for using anticipated 
prices, but current costs are generally close enough to satisfy the analyst. 

Variable costing is no panacea. It is merely one device for improving the flexibility 
of accounting data. Furthermore, it is not without its difficulties. Variable costing 
totals are not always precisely relevant to a particular problem, and their relevance 
should be questioned in each instance. Average variable cost, which is the figure that 
emerges from variable costing, has been referred to as a “general purpose” marginal 
cost; its use in product costing serves to weed out the grossest kind of irrelevancies 
and to concentrate attention on the things that matter. Like anything that is designed 
to serve a number of purposes, it is unlikely to be perfectly suited to all. Variable 
costing totals need to be supplemented by data on nonlinearities in the cost structure 
—that is, either steps in fixed costs at certain critical operating volumes or increases 
in average variable cost, usually at or near the limits of practical operating capacity. 
A good deal of this kind of information can be obtained from flexible budgets if the 
specific problem calls for it. 

To the extent that the variable costs of selling the product and administering the 
company can be determined, these too should be assigned to products, divisions or 
territories on the basis of predetermined rates. As far as fixed costs are concerned, 
each element of fixed cost should be coded according to the costing units to which 
it is traceable. Thus a salesman’s salary might be traceable to his territory, to a 
particular group of customers, and to a particular division. Routine profit contribu- 
tion reports can then be prepared for any segment of the business, starting with 
variable profit or marginal income and proceeding to the segment’s profit contribu- 
tion by subtraction of traceable fixed costs. The variable profit data are useful in 
deciding which products offer the greatest rewards if they can be sold; the profit 
contribution figures permit the identification of low earning segments, unsullied by 
arbitrary allocation of common fixed costs. In many cases, profit contribution data 
are much more useful than variable profit totals. For example, in deciding whether 
to drop a product from the line, many of the fixed costs traceable to that line are 
incremental and must not be overlooked. The analyst will still have to adjust the 
data to allow for effects on other segments of the company’s business, but the 
availability of profit contribution data simplifies the analytical task considerably. 


COSTS FOR PRICING 

But what about pricing? Pricing is a fascinating, frustrating topic, as well as a 
most difficult art. And costs for pricing? Well, there are as many viewpoints on this 
as there are viewers. For example, several years ago, a builder put up a new house 
on speculation and advertised it for sale at $32,000. When the house was unsold at 
the end of six months, the builder figured out that interest, taxes and insurance had 
cost him $1,000, so he raised the price to $33,000. The house still did not sell, so at 
the end of the next six months he increased the price again, this time to $34,000. 
The house sold almost immediately. Here is a man who will never, as long as he 
lives, be convinced that there is any way to price other than by full cost plus. 

Before examining the relative merits of full costing and its alternatives, perhaps it 
would be useful to state one major premise, namely, that a major consideration in 
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pricing is the relative profitability of alternative prices. A second premise is that sales 

volume and therefore average unit cost will be influenced by the prices at which the 

product is sold. Although I have not said that management wishes to maximize short- 
term profit, my assumption is that management is interested in finding out what the 
profit-maximizing price is, to whatever degree of accuracy this can be predicted. 

The relationship of price to volume is extremely important in examining this ques- 

tion. 

To examine the background against which costs are to be used in pricing, two 
different pricing situations might be recognized: 

1. There are many closely competing products sold by many different com- 
panies and fairly well-established and well-known price lines. Candy bars 
and cotton textile products are fairly good examples of products to be 
priced in this kind of environment. 

2. Competing products are sufficiently different or unfamiliar to customers to 
justify a relatively independent pricing policy. Many types of consulting 
services fall into this category, as well as a host of tangible products, large 
and small. 

These two categories do not encompass all pricing situations, but they do provide 

a useful mechanism for the consideration of the role of costs in pricing. 

Case one: many close substitutes, market information good, prices set essentially 
by some impersonal force known as competition, which all must respect. Here the 
pricing problem is secondary, although the company may be able to create enough 
product distinctiveness to permit it to depart from the given market price. The first 
ten-cent candy bar was quite an innovation. In other cases, the price is accepted, but 
the cost of the product will tell us, first, whether the company has any business 
selling the product at all, second, whether there is a pressing need to cut costs, third, 
whether it is worth our while to try to stimulate sales of the product, and fourth, 
whether suggested changes in the product or in production and distribution methods 
will do any good. As an example of this fourth type of application, ladies’ garment 
manufacturers often decide what price line they wish to produce and then tailor the 
product so that its cost will make sales at the selected market price profitable. 

What can accounting do to provide cost information bearing on these questions? 
First, it can identify variable costs to make and sell the product. Second, it can 
identify those costs that, although fixed, are readily traceable to the product. It would 
be desirable to extend this to cover all fixed costs that could be avoided if the 
product were dropped, but this is difficult if not impossible to do. It is important 
that allocations of common fixed costs, those traceable to the product, be excluded 
from product cost unless the allocations are based on the avoidability criterion. 
Furthermore, fixed overheads should not be reduced to a unit cost basis until this 
is required for a specific purpose—once the average has been struck, it becomes 
much more difficult to recapture the totals from which it came. Availability of data 
in this form, uncontaminated by arbitrary allocations of fixed overheads, also pro- 
vides a better benchmark for the study of the effects of changes in product design 
or methods. 

In the second kind of pricing situation, management generally has more discretion 
in price setting, because either substantial product differences or large gaps in the 
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information available to customers give the seller a good deal of pricing latitude. 
How can costs be used under these conditions? Three main kinds of uses of cost 
data may be mentioned briefly: 

1. In cost-price formulas 
In profit-maximization analysis 
In profit-sensitivity analysis. 

First, pricing formulas. These have two purposes: (a) to set target or desired or 
normal prices; or (b) to establish the prices at which products are to be sold. The 
two uses may be identical in some cases—the target price may actually be quoted in 
the market—but the difference in attitude is significant. 

Formulistic price setting is prevalent when a company has many products, no one 
of which is important enough to justify any extensive pricing analysis. That’s the way 
department stores operate, for example. It may also be used in markets dominated 
by a few sellers, as a means of self-policing to prevent so-called “destructive com- 
petition” of the price war type. It may also be used as a means of /imiting profits. 


+ 
> 
me 


Target pricing is very much similar to formula pricing, with the exception that 
prices may not be set to agree with the target. Departures may be due to competitive 
factors, or to analysis of the effect of price on sales, or to provide a margin for the 
unexpected. The widespread allegiance that business in general swears to the full 
cost principle may very well be to full cost as a basis for target prices. There are too 
many reasons for departing from target, and too much evidence that prices are 
more likely off than on the target to lend much support to the idea that business 
restricts itself blindly to full cost formula pricing. 

How should overhead costs be treated in cost-price formulas? Generally speaking, 
in the same way they should be treated for control information—include only trace- 
able fixed costs and eliminate arbitrary allocations of the common fixed overheads. 
Because price is per unit of product, however, overhead costs must be averaged and 
this means that a volume base must be selected. There are many rules of thumb for 
selecting a normal volume, but the essential criterion is that it be close to what an 
efficient producer would be expected to average in a normal year. Variable overheads 
should be included at standard, and traceable fixed costs at budgeted levels, modified 
to reflect current external price variances. Competitors cannot be expected to be 
inefficient, either in the long run or in the short run. 

If common fixed overheads are not allocated to products, then of course, the 
formula mark-up should be large enough to allow for them. Incidentally, an argu- 
ment is sometimes advanced to the effect that allocations of common fixed overheads 
are essential because they indicate the long-run marginal cost of manufacturing and 
selling the product. Long-run marginal cost is just what is needed in pricing formulas 
but one thing certain is that current allocation techniques are most unlikely to meet 
this objective, nor is there much possibility of improvement. Traceable full cost has 
the virtue of clarity, a virtue that is compromised whenever allocations are allowed 
to enter in. 

At the opposite pole is the apparatus of profit maximization. Cost formula pricing 
is logically indefensible because full cost depends on volume and volume depends on 
price—therefore, full cost depends on price and we are back where we started, 
precisely nowhere. Full cost does have the advantages of simplicity and convenience; 
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moreover, it may provide the pricing executive with a means of justifying a reluctance 
to face up to the fact of uncertainty. Prices anchored firmly to “cost” salve the 
conscience and make it seem unnecessary, even immoral, to estimate market demand. 
Whenever management has the time or the imagination to investigate price volume 
relationships, however, significant improvements in product pricing can be made. 
One company, for example, recently test-marketed a new product in three different 
local markets, at a separate price in each. By recording sales in each market during 
the test period, the company got some idea of the price-volume relationship. Apply- 
ing the P/V ratio to sales at each price, it estimated probable profit at each price 
and used this in its pricing decision. 

This kind of approach is difficult to apply, although it probably could be attempted 
more often than it is. There are other methods available, however. Even if data on 
market demand are not available or are highly unreliable, management still can gain 
some guidance from the cost/volume relationship. The availability of cost data in 
this form may be useful in profit sensitivity analysis—that is, in seeing how sensitive 
profit is to volume at different prices. For example, it might show that at a high 
price and low volume the company will be unlikely to break even, whereas at a 
lower price and what seems like reasonably attainable sales, the profit generation 
will be very good. This is not as meaningful as the profit maximization analysis, but 
it may be useful in the absence of reliable data on market demand. 


CONCLUSION 

By now you will have noticed that one or two simple notions have turned up 
several times. The use of variable costs in internal product costing, the elimination 
of redistributions of common fixed overheads, and the identification of behavioral 
patterns of overhead are all interrelated. Although these are less important in costing 
for financial reporting than in control and decision-making applications, there is no 
reason why the public accounting profession cannot be persuaded eventually to go 
along, at least with the elimination of inter-departmental fixed overhead cost alloca- 
tions if not all the way to direct costing. 

At the top of the priority list, however, should be a critical examination of our 
own companies’ cost accumulation systems, to make sure that they do not over- 
compress the data, rendering them less suitable for use in decision making, and that 
we weed out the overgrowth of meaningless overhead allocations, so long condoned 
and even encouraged by authorities in the field of cost. 


For further reading 
A DYNAMIC APPROACH TO OVERHEAD CONTROL, G. G. Fisch, The Canadian Chartered 
Accountant, Oct. 1959. 
OVERHEAD COST CONTROL: HOW TO GET RESULTS AND MAKE THEM LAST, Richard F. 
Neuschel, The Management Review, Mar. 1958. 
OVERHEAD COSTS AND INCOME MEASUREMENT, Wm. L. Ferrara, The Accounting 
Review, Jan. 1961. 


EFFECTIVE OVERHEAD BUDGETING, Kenneth E. McMullen, N.N.A. Bulletin, Sept. 
1961. 
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The Editor’s Choice 


MORE SCOPE FOR THE CREDIT MANAGER 
by R. W. Johnson, Harvard Business Review, November-December 1961 

Until recently the credit department has been tolerated as a necessary but un- 
popular and unproductive part of a business. With the growth of trade credit, it is 
now being recognized as an area of potentially greater profit contribution. The use of 
data processing equipment has freed the credit manager from a maze of detail so that 
he can assume an important role in management. This article discusses and points 
up the way in which this credit function can contribute valuable aid to other business 


areas. 


DEPRECIATION AND PRICE LEVEL CHANGES IN ACCOUNTING 
The Accounting Review, October 1961 

In this issue of the Review, there are a half dozen short articles dealing with the 
problem of depreciation and price level changes in accounting. Much has been written 
on this subject, but little of a concrete nature has been offered in the way of better 
methods of reflecting the impact of depreciation and price level changes in accounting 
statements, Tax considerations have long been used as an excuse for inaction, but 
recent articles indicate that theoretical discussion may soon be followed by more 
definite proposals. The present articles indicate that there is much thinking on the 
subject and still a variety of opinions. 


CASH FLOW ANALYSIS FOR MANAGERIAL CONTROL 
N.A.A. Research Report No. 38, October 1961 


As in most of this series of reports, No. 38 outlines the practices used by a sample 
group of companies. This report outlines the techniques used in management of 
cash by: 

1) Short period cash forecasts and cash budgets 
2) Long range cash forecasts i 
3) Reports for communicating cash flow data and position figures. 

The material is drawn from the practices of 42 companies. The description of some 
of the better practices illustrates how the flow of cash can be accelerated and thus 
can contribute to more efficient management. This is the field of the accountant and 
this brief report is a good way to find out how well you are practising your art. 


COMPUTER-AGE CONTROL OF OFFICE COSTS 
by A. F. Everman, The Controller, September 1961 

Although the advent of computers has helped to stem the tide of high office costs, 
in some cases they have added to these costs. There are many techniques that can 
be used until the Utopia arrives. Some of these are work measurement, simplified 
procedures, improved scheduling and plain work planning. The control of office costs 
involves an understanding of their nature and the use of many tools, some of them 
new and some of them old. It is a continuing process of management. 
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What could go wrong with a tape 
punch adding machine this simple? 


This is the Burroughs P 1100, first tape punch adding machine specifically engineered to 
capture data at the source. No cable hookups. Nothing tacked on. Everything—even the 
full-sized rewind tape spool—is contained and protected in one neat, compact unit, like a 
regular full-keyboard adding machine. It's as rugged and quiet and easy to operate, too. 
Punching isn't electrical—it’s mechanical, at the instant the data is printed. This way, you 
never have to worry about the data on the punch tape not being identical to that on the 
printed tape. There’s no need for an expensive electrical checking mechanism to make 
sure the tape is being properly punched. 

What's more, the Burroughs P1100 gives you six protective locks, including one which 
prevents accidental punching during an operator’s absence. Enforced use of keys and 

sequence interlock provides automatic rejection of incorrectly 


entered data on the keyboard. Burroughs—TM 

FREE BOOKLET... 

“For Accountants Only.” Burroughs =a» 
Just write to Business Machines 





Ltd e Toronto, Ont. 
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Books in Review .. . 


WORK IMPROVEMENT 
by Guy C. Close, Jr., John Wiley and Sons, Inc., New York, N.Y., 1960. $7.75. 
Reviewed by R. D. Jones, AM.L.1.T., R.LA. 

The author, who is presently employed as Chief Industrial Engineer of a large 
plant in the U.S., has had a wealth of experience in the industrial engineering field 
both as a teacher of its theory in colleges and at the practical level. 

Following a brief history on the pioneers of the Scientific Management movement, 
i.e. F. W. Taylor, the Gilbreths, Gantt, etc., he establishes the steps that must be 
followed if worthwhile savings are to be achieved 

1. Defining the problem. 
2. Analysis and improvement. 
3. Installing the new method. 

In defining the problem, he outlines possible areas for improvement and lists 
“road flares” to look for, i.e. bottlenecks, idle time, red tape. He also gives the 
uninitiated an excellent insight into the three major areas of cost and the importance 
of proving in terms of dollars and cents that the introduction of a new method or 
labor-saving device is worthy of consideration. 

His chapters on tools for analysis, i.e. process charts, work sampling, and methods 
for improvement, lack no detail and are well illustrated with examples. 


The final section of the book, dealing with the installation of the new method and 
suggestion plans, is brief but to the point and stresses the importance that should be 
placed on such a phase if the overall plan is to be effective. 


The contents are well worth reading and holding for future reference, but I feel 
the author has made a poor choice of title and may, as a result, limit his circle of 
readers. With so many labels already synonymous with the elimination of unnecessary 
work, i.e. work simplification, motion economy, work study, method study, etc., he 
should have conformed more with existing terminology. 


Unlike many textbooks that are prepared principally to cater to one class or level 
of management, this book will prove to be of great assistance to all operating levels 
of business. It is ideal for the shop floor supervisor, the office manager or accountant, 
the industrial engineer, office systems analyst, plant manager or comptroller. However, 
perhaps its ideal application would be that of a textbook for a day time or extension 
course in business administration or industrial engineering, or as supplemental 
reading for students of modern management technique. 
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Topical Index 


Cost and Management, January to December 1961 


ACCOUNTANTS AND ACCOUNTING 
Accounting Profit: Myth or Reality? Alphonse Riverin, Oct. pp. 415-424. 
Continuing Education for the Industrial Accountant, J. N. Allan, Sept. pp. 
351-356 
Human Relations Problems of the Accountant, Noel A. Hall, May pp. 229-232. 
Is Your Purchasing Department Getting the Most Out of Its Accounting? 
Robert H. Van Voorhis, June pp. 243-249. 
Mechanized Accounting System for a Pulp and Paper Manufacturer, A, 
G. S. Knights, Apr. pp. 163-183. 

AUTOMATION AND ELECTRONICS 
Advantages and Limitations of Electronic Data Processing, H. S. Gellman, 
Apr. pp. 147-152. 
Integrated—Order Through Invoice, Robert E. Rayner, Apr. pp. 153-160. 
Mechanized Accounting System for a Pulp and Paper Manufacturer, A, 
G.S. Knights, Apr. pp. 163-183 
Punched Card and/or Electronic Computer Feasibility Study, Bert Lockwood, 
Jan. pp. 3-8. 

BUDGETS AND BUDGETING 
Budgeting in an Electrical Manufacturing Plant, V. C. Ibbotson, June. pp. 
259-277. 
Budgeting—Tool for Profit Management, R. W. Fisher, Feb. pp. 51-63 

COST REDUCTION AND CONTROL 
Planned Cost Reduction and gig R. W. a Oct. pp. 398- 403 
Organization for Cost Reduction, J. Buckley, Jr., July-Aug. pp. 291-296. 
Use of Responsibility Reporting in po Control of Costs, The, Donald J. Wait, 
Dec. pp. 483-492. 

DEPRECIATION 
Funded Depreciation, Robert E. Consler and E. Leroy Knight, June. pp. 
253-255. 

DIRECT COSTING 
Direct Costs and P/V Ratios, C. J. Minnich, Jr., May pp. 213-226. 
Study of Direct Costing, A, Richard K. Costello, Mar. pp. 109-116. 

EDUCATION AND TRAINING 
Continuing Education for the Industrial Accountant, J. N. Allan, Sept. pp. 
351-356. 
Education—An Investment, Not an Expense, Kurt R. Swinton, Jan. pp. 38-40. 
Education—The Key to Survival, Senator Donald Cameron, July-Aug. pp. 
319-328. 

ELECTRICAL MANUFACTURING 
Budgeting in an Electrical Manufacturing Plant, V. C. Ibbotson, June. pp. 
259-277. 

FINANCE AND FINANCING 
Cash Flow, F. J. Muth, Oct. pp. 386-394. 
Funded Depreciation, Robert E. Consler and E. Leroy Knight, June. pp. 
253-255. 
Lease or Buy? W. G. Zeller, Oct. pp. 406-414. 

FOOD 
a Cost System for a Medium-Sized Firm, A, R. W. Hiller (In Two 
Parts), Feb. pp. 75-86, Mar. pp. 121-132. 

HUMAN RELATIONS 
Human Relations Problems of the Accountant, Noel A. Hall, May. pp. 229-232. 
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INSURANCE 
Business Interruption Insurance, J. N. Fenton, Jan. pp. 22-37. 
JOINT AND BY-PRODUCT COSTING 


Joint Cost Allocation and Managerial Decisions, Denis Goodale, July-Aug. 


pp. 300-308. 
OVERHEAD 


Overhead in Costing and Competitive Pricing, Gordon Shillinglaw, Dec. pp. 


508-515. 
Planned Cost Reduction and Control, R. W. Keyes, Oct. pp. 398-403. 
PAPER AND PULPWOOD 


Mechanized Accounting System for a Pulp and Paper Manufacturer, A, 


G. S. Knights, Apr. pp. 163-183. 
PLANNING 
Planned Cost Reduction and Control, R. W. Keyes, Oct. pp. 398-403. 


Role of the Financial Executive in Overall Planning, The, George Moller, 


Nov. pp. 456-471. 
PRICING 
Cost Analysis and Pricing Policies, S. Laimon, Sept. pp. 360-375. 


Overhead in Costing and Competitive Pricing, Gordon Shillinglaw, Dec. pp. 


508-515. 
PROCESS COSTS. 
Process Cost System for a Medium-Sized Firm, A, R. W. Hiller (In Two Parts), 
Feb. pp. 75-86, Mar. pp. 121-132. 
PRODUCT PLANNING 
Diversification for Stability and Strength, J. P. Hudson, Dec. pp. 496-505. 
New Product for Prosperity, R. D. Richardson, Sept. pp. 340-347. 
PROFITS 
Accounting Profit: Myth or Reality? Alphonse Riverin, Oct. pp. 415-424. 
Budgeting—Tool for Profit Management, R. W. Fisher, Feb. pp. 51-63. 
Common Denominators for Profit Measurement, Lee L. Keener, Feb. pp. 65-72. 
Communications—An Aid to Profits, G. H. Cowperthwaite, May. pp. 204-210. 
Contract Maintenance—Management’s Key to Increased Profits, Jerard A. Kent, 
Nov. pp. 444-452. 
Direct Costs and P/V Ratios, C. J. Minnich, Jr., May. pp. 213-226. 
PURCHASING 
Is Your Purchasing Department Getting the Most Out of Its Accounting? 
Robert H Van Voorhis, June. pp. 243-249. 
QUALITY CONTROL 
Quality Costs, R. B. Stotts, July-Aug. pp. 310-316. 
REPAIRS AND MAINTENANCE , 
Contract Maintenance—Management’s Key to Increased Profits, Jerard A. Kent, 
Nov. pp. 444-452. 
REPORTS 
Communications—An Aid to Profits, G. H. Cowperthwaite, May. pp. 204-210. 
Systematizing Reports for Management Control, F. B. Campbell, Nov. pp. 435- 
441. 
Use of Responsibility Reporting in the Control of Costs, The, Donald J. Wait, 
Dec. pp. 483-492. 
Writing Reports to Management, Milton B. Basson, Mar. pp. 99-106. 
RESEARCH AND DEVELOPMENT 
Evaluating Research Activities, Clyde W. Meder, June. pp. 278-280. 
STANDARD COSTS 
Variances and Their Analyses as Applied to the Manufacturing Operation, 
E. E. Grubb, Jr., Jan. pp. 13-18. 
STATISTICAL AND MATHEMATICAL METHODS 
Formula for Distribution of Transportation Costs, H. W. Cates, Jr., May. pp. 
195-201. 
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MEETING OF NATIONAL EXECUTIVE 


A meeting of the full Committee of the National Executive was held in Winnipeg 
on October 14th. Some of the topics dealt with there are indicative of the broad scope of 
Society activities and the need for planning these many years in advance. In brief, 
the Executive: 


1. Appointed a special Awards Committee made up of three Registered Members, 
Robert Després of Quebec City, William Baillie of Hamilton, and R. V. McLaughlin 
of Toronto. The Committee will operate under the following terms of reference: 


10. a) Toconsider the desirability of establishing a system of awards or other means 
of recognizing outstanding service to §.I.C.A. at chapter, provincial and 
national levels. 


>nt, 


b) If deemed advisable, recommend a statement of policy which should govern 
such recognition and a basis for selecting persons to be recognized. 


oT 


The main task of the Committee will be to define the various types of service that should 
be recognized and to establish the relative significance of each. If a system of awards 

is recommended, the awards will then be designated on a consistent, overall basis that 
will be inter-related on the national, provincial and chapter levels. 


nt, 2. Made a critical appraisal of the format of the conference programs. In the past, 
the chief problem has been to schedule the business meetings so that they do not 

conflict with the technical sessions. The full timetable resulting in other years has made 
10. it difficult for the Directors and National Committee members to participate as freely as 
35- they would like in the technical sessions. To solve this problem, the National Executive 
recommended that all business meetings should be held immediately prior to the 

ait, conference, which itself would be held over a final period of two days. Looking ahead 

to 1967, Canada’s centennial year, the Executive also settled on Fredericton, N.B. 

as the site for that year’s conference. As the centennial celebrations will mean scarce 
accommodations and other problems, it is important that planning be done well ahead of 
time for this conference. 


3. Appointed a Committee of past presidents to consider the question of central 
office facilities when the present lease expires in 1965. The Committee members are 
H. P. Wright, Hamilton; A. G. Howey, Welland, Ontario; and W. H. Furneaux, Hamilton. 
Under special consideration is a suggestion that the Society should have its own 
headquarters building and this will be studied very carefully by the Committee among 
the other alternatives. 


on, 


Dp. 


JAN 
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4. Appointed five official delegates to the Eighth International Congress of 
Accountants to be held in New York City, September 23-27, 1962. The delegates are 
National President W. W. B. Dick, Moncton; National Vice-President A. P. Bowsher, 
Calgary; E. W. Scott, Toronto; D. R. Patton, Montreal; and J. N. Allan, Executive 
Vice-President, Hamilton. It is hoped a large number of Society members will attend 
this Congress, full particulars of which are given elsewhere in this issue. 


5. Received a report from the Pakistan Institute of Industrial Accountants. The 
Executive was informed that D. R. Patton of Montreal has been invited to revisit 
Pakistan to review the educational program that he recommended for the Institute. As 
Chairman of the Co-ordinating Educational Committee, Prof. Patton, accompanied by 
Executive Vice-President J. N. Allan, visited this country in 1960 to advise on the 
formulation of the program. The Society has also been asked to submit papers for 
presentation at the Asian and Pacific Conference to be held in Japan in October, 1962. 


6. Lastly, authorized the appointment of a Committee to restudy the feasibility of 
introducing a comprehensive group insurance plan for the senior members. An 
attempt was made to introduce a group indemnity plan several years ago but the 
number of applications fell short of the minimum required. In view of the increase in 
Registered Members since then, it is felt this project should again be studied. 


PERSONALS 


Earl J. Vining, B. Comm., R.I.A., has been appointed Secretary-Treasurer of Domil Lim- 


ited. Mr. Vining is Chairman of the Montreal Chapter of the Society. 


K. H. Sears, a Director of the Montreal Chapter, has been appointed Assistant Comp- 


troller—Costs of his Company, Associated Textiles Co. of Canada Ltd. 


Maurice Godbout, C.A., R.I.A., of the Quebec Chapter, has been appointed Vice-Presi- 
dent of Finance of his Company, Dominion Corset Co. Ltd. 


Marc Richard, R.I.A., of the Quebec Chapter, has been appointed Vice-President of his 
Company, La Compagnie de Construction des Boulevards du Quebec Ltée. 


Rosaire Gendron, M.S.C., R.LA., a member of the Quebec Chapter and Mayor of 
Riviére-du-Loup, has been elected Second Vice-President of the Board of Trade of the 
Province of Quebec 


John R. Griner, R.L.A., has been appointed Controller of Day, Wilson, Campbell & Martin, 
Barristers. Mr. Griner is a past Chairman of the Toronto Chapter. 


J. L. Gaskell of the Peterborough Chapter, has been promoted to Factory Cost Controller 
of Outboard Marine Corp. of Canada Ltd. 


Paul Cormier, formerly of the Halifax Chapter, has been appointed to the national 
office of Burroughs Business Machines of Canada Ltd., Toronto, as Comptroller. 
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CHAPTERS AND MEMBERSHIP 





Winnipeg Chapter Introduces Graduate Study Project 

In the category of new projects, the Winnipeg Chapter is promoting this year 
a series of selected case studies on cost accounting. Described as '‘A Graduates’ 
Continuing Study Project’’, the series is being presented for the benefit of Registered 
and General Members by Professor J. B. Waugh of the Faculty of Commerce, University 
of Manitoba. The first session was held on November 7th and an additional study has 
been scheduled each Tuesday for four more successive weeks. 

This project is another example of the versatility of chapters in devising new ways 
and means to further membership education in depth. As such, it follows the precedent of 
the Niagara, Quebec, Montreal and London Chapters which have all planned special 
supplements to their regular programs at various times. 


Saint John Chapter Holds Exceptional Panel Discussion 

Who should reorganize company accounts? The auditor, the company or 
management consultants? This was the question deliberated upon by the four panelists 
appearing at the October meeting of the Saint John, N.B., Chapter. The result was an 
outstanding debate on the part of panelists Jack Milne, Kimberly Clark (Canada) 

Ltd.; Bill Robinson, Moosehead Breweries Ltd.; and John O'Neill, M.R.A. Ltd., ably 
moderated by Chairman E. A. Mowatt, McDonald, Currie & Co. The Saint John 

hosts invited the Moncton and Fredericton Chapters to be on hand for this one and a 
good number of members responded. 

Another joint meeting which promises plenty of sparkle is the Montreal Chapter’s 
scheduled event on January 16, 1962. This will be held in conjunction with the local 
chapter of the Certified General Accountants’ Association and will be on the topic, 
“Why Direct Costing Has Suddenly Caught Fire.” 








CHATTING WITH THE SPEAKER, Professor Jchn F. Due of the University of Illinois, at the November meeting 
of the Toronto Chapter are the Honorable James N. Allan, Provincial Treasurer (right) and Phillip T. Clark, 
Comptroller of Revenue (left). They were guests of the Chapter when Professor Due addressed some 150 
members on the Ontario Sales Tax, for which he was the consultant to the Comptroller of Revenue 
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PUBLICATIONS AND TECHNICAL SERVICES 











Special Studies Progress Report 

By the time this issue of Cost and Management has gone to press, Special Study 
No. 2 will be ready for release. In preparing this study, the Society has been very 
conscious of meeting the high standards set by Special Study No. 1 which has won the 
wide acclaim of individuals, firms and universities. 


How to Build a Profit Plan’’ by Patrick Irwin has been in preparation for over 

two years. The initial groundwork for the study was laid in discussion with the late 
Ralph Davies, then Vice-President of Urwick-Currie Ltd., who died on a business trip to 
England. Mr. Irwin was then chosen to complete the study. In selecting the subject, 

the editorial committee stipulated that this would not be a further discussion of the 
various segments of profit planning, but a concise and complete coverage of the subject 
which could be put to practical use. 


We think this goal has been carried out by Mr. Irwin, a senior consultant with 
Urwick-Currie and a recognized authority on profit planning. His extensive experience 
in the field of consulting in many types of industries and on many problems has 
eminently qualified him for this project. 





CONFERENCES AND SEMINARS 





1962 International Congress of Accountants 

The Eighth International Congress of Accountants will be held in New York from 
September 23 to 27, 1962. Already there are more than 3,000 registrants from 78 
accounting organizations throughout the world. 


The Conference will be built around the theme ‘Auditing and Financial Reporting 
in the World Economy.” Papers will discuss accounting principles and postulates on 
an international basis. There will be several topics covered within this framework, such 
as changes in the purchasing power of money; auditing, both internal and public; 
the usefulness of financial reporting, and outside influences on reporting. 


Official delegates of the Society have been named, but it is hoped that many other 
members will take advantage of this very important event while it is held in North 
America. Five of the previous Congresses have Leen held in Europe. The fee for each 
registrant is $40. Because the expected attendance is about 5,000, you are urged to book 
hotel accommodation early. Please notify the national office of the Society if you plan 
to attend so that we will know how many of our members will be represented. 


The address of the Congress headquarters is: 


The International Congress of Accountants, 
270 Madison Avenue, 
New York 16, N.Y. 


Hotel accommodation may be reserved through: 


Miss Sylvia Peltonan, 

Manager, Housing Bureau, 

New York Convention & Visitors’ Bureau, 
90 East 42nd Street, 

New York 17, N.Y. 
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STUDENTS AND COURSES 





Course Enrolments Set New Record 

The totals on hand indicate that the number of course enrolments this term is the 
largest in the history of the Society. Complete figures on course enrolments are not 
yet available since all centres have not reported figures on lecture classes. However, 
this record surpasses even last year’s large gains. 


In 1960-61 enrolment in correspondence courses was 2,707. This year the 
approximate total is 2,900. Enrolment by lecture in Ontario in 1960-61 was 1,690. This 
year the approximate figure is 1,976. Preliminary figures from lecture centres indicate 
that new records for enrolment have been established. Classes for first-year courses 
in St. John’s, Newfoundland, in Moncton and Saint John, New Brunswick, and in 
Kitchener-Waterloo and the Lakehead, Ontario, have doubled in size. Registrations in 
Winnipeg this year exceeded capacity. To handle the demand, new lecture classes were 
started at Laurentian University in Sudbury and in Peterborough by McMaster 
University. In total membership, the Society has grown from 8,765 a year ago, to 9,853 
at October 31st this year. 


Of particular importance is the maintenance of a large number of enrolments in the 
primary year. This means that both individuals and industry consider the R.I.A. course 
of special value in the training of industrial accountants. First-year enrolments also 
indicate the future size of the graduating R.I.A. class and hence the size of the 
senior body in the Society. 


EXAMINATIONS, 1961 
ACCOUNTING I 

QUESTION 5 (26 marks) 

G. Taylor operates a service station, but does not keep proper accounting records. 
His main sources of information are his cheque book and record of bank deposits. He 
wishes to sell his business, but possible buyers insist on operating figures and a state- 
ment of financial position. You are hired to gather the necessary data and prepare the 
desired statements for the year ended June 30, 1960. 

From various accounting documents you obtain from Taylor, you compute the 
following: 


At July 1, 1959, Taylor had: 


Cash $ 2,335 
Gas, oil and auto parts on hand 7,240 
Due from customers 1,080 
Due from oil companies in settlement of credit card accounts 1,505 
Equipment and tools—at original cost 4,000 
Accumulated depreciation—equipment and tools 1,000 
Prepaid insurance 520 
He owed: 
Trade creditors 2,305 
Accrued wages and other expenses 690 
Taylor's receipts and payments for the year ended June 30, 1960, were: 
Receipts: 
Customers on account $15,250 
Cash sales 4,305 
Oil companies for gasoline sold on credit card 19.060 
Additional investment 500 
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Payments: 


Trade creditors including cost of gas and oil 19,570 
Cash purchases of merchandise for sale 1,100 
Wages and other operating expenses 12,070 
Proprietor’s cash withdrawals 5,000 
At June 30, 1960, you ascertain as follows: 

Balance per bank statement $ 4,080 
Outstanding cheques (cheques issued but not presented for payment) 370 
Due from customers (10% of which are deemed doubtful) 2,650 
Due from oil companies in settlement of credit card accounts 3,000 
Inventory of gas, oil and auto parts 6,910 
Prepaid insurance Nil 

Due to creditors for merchandise 3,205 
Accrued wages and other expenses 700 


No additional fixed assets were acquired, but 25% depreciation on original cost of 


existing assets is called for. 


REQUIRED: 


1. Show calculation of sales, cost of sales, expenses and profit for year, and 


Taylor's Capital Account at end of the year. 
2. Prepare a Balance Sheet as at June 30, 1960. 


SOLUTION: QUESTION 5 


1. Calculation of Sales, Cost of Sales, expenses and profits. 


Sales (5 marks) 
Received from customers $15,250 
Cash Sales 4,305 
Received from oil companies 19,060 
Owing from customers 30/6/60 2,650 
Owing from oil companies 
30/6/60 3,000 
$44,265 
Less: 


Part of receipts to be credited for 
sales of previous period: 


Owing from customers 30/6/59 1,080 
Owing from oil companies 

30/6/59 1,505 
Net sales for period $41,680 
Cost of Goods Sold (5 marks) 
Merchandise on hand 

1/7/59 $ 7,240 
Paid for 

merchandise $20,670 
Less owed 30/6/59 2,305 
Purchases paid for 18,365 
Add bought but not yet 

paid for 30/6/60 3,205 21,570 

28,810 

Less inventory 

30/6/60 6,910 
Cost of Goods Sold $21,900 


$26 








(18 marks) 

( 8 marks) 

Expenses 1960 (S marks) 
Wages, etc. paid $12,070 
Less accrued, 30/6/59 690 
11,380 

Add accrued 30/6/60 700 
Prepaid insurance 30/6/59 525 
Depreciation 1,000 
Bad debts expense 265 
$13,870 

G. Taylor (3 marks) 


Computation of Profit for year ended 
June 30, 1960 


Sales $41,680 
Less: 

Cost of Goods Sold 21,900 
Gross Profit 19,780 
Expenses 13,870 
Net Profit $ 5,910 
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Computation of G. Taylor—Capital 30/6/60 








Capital, July 1, 1959 $12,690 
Additional investment 500 
“13,190 

Net profit 5,910 
19,100 

Withdrawals by proprietor 5,000 
$14,100 

z G. Taylor 


Balance Sheet 
as at June 30, 1960 


ASSETS 

Current Assets 
Cash $ 3,710.00 
Accounts Receivable—Credit Customers $ 2,650.00 

—Oil companies 3,000.00 

5,650.00 

Less: Allowance for Doubtful Accounts 265.00 5,385.00 
Inventory of gas, oil and auto parts, at cost 
Fixed Assets: 
Equipment and Tools 4,000.00 
Less: Accumulated Depreciation 2,000.00 


LIABILITIES AND PROPRIETORSHIP 
Current Liabilities 
Accounts Payable $ 3,205.00 
Accrued Wages and other expenses 700.00 


Owner's Equity 
Capital Account as per statement 


COMMENT: QUESTION 5 


This provided a good test of the student's ability to think and showed whether he 
understood the basic differences between receipts and disbursements and expenses. 
The most notable deficiency in the answers was in the form of statement presentation. 
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$ 9,095.00 
6,910.00 


2,000.00 
$18,005.00 


$ 3,905.00 


14,100.00 
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QUESTION | (8 Marks) 

The following information pertains to the payroll of General Supply Company 
Limited for the period June 23-29 inclusive. The employees are paid in cash on June 30. 
Gross wages $1,000 
Unemployment insurance (employees’ share) 20 
Income tax deductions 100 
Hospital plan deductions 22 

The firm has an approved pension plan with employer and employee each con- 
tributing 4% of gross wages. 
The employee and employer share unemployment insurance equally. 


When unemployment insurance stamps are purchased they are recorded as a 
prepaid expense. 


REQUIRED: 
(a) Prepare journal entries to record the payroll. (6 marks) 


(b) Assuming a 5-day week and the same rate of earnings, what adjustment for 
wages would be needed before preparation of June 30 statement? June 30 was a work- 
ing day. (2 marks) 

(Note: Narrative not required.) 


SOLUTION: QUESTION 1 
(a) General Supply Company Limited 
Journal 
19 
June 29 Wages 
Unemployment insurance expense 
Employer pension contribution expense 
Prepaid unemployment insurance stamps 
Pension contributions payable 
Income tax deducted at source 
Hospital plan deductions 
Wages payable 
(S marks) 
June 30 Wages payable 818 
Bank 818 
(1 mark) 
(b) Adjusting Entry 
June 30 Wages 
Accrued wages payable 200 
(1 mark) 
June 30 Unemployment insurance expense 
Employer pension contribution expense 


Accrued liabilities 12 
(1 mark) 


COMMENT: QUESTION 1 

This question was, on the whole, poorly answered. Many students showed inability 
to distinguish between assets, expenses and liabilities, which was one of the main 
points in the first part, e.g., the payroll deductions were often entered as debits. Many 
students failed to notice the difference in time between recording the payroll expense 
and payment. 

Part (b) did not ask for a journal entry and some students explained how the adjust- 

ment would be made. This was accepted if the answer indicated sufficient knowledge 
and detail as to how the adjustment would be made. 
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